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I. INTRODUCTION 


Although published data are inadequate for precise comparisons, it appears 
that national monopolies for foreign trade in particular commodities are now 
much more prevalent than they were a quarter of a century ago.” A number of 
such arrangements have been dissolved recently, but others have been con- 
verted to a permanent or semi-permanent status, either as public agencies or 
private ones with government acquiescence. 

This paper is a report on the evolution of agricultural export controis and 
their final hardening into private monopolies in Denmark. The paper deals 
in detail only with the arrangements for Denmark’s leading exports, butter 
and bacon, and proceeds chronologically. 


II. COMPETITIVE EXPORTING PRIOR TO 1931? 


Danish export trade has been oriented toward the United Kingdom since 
well before the turn of this century and has consisted overwhelmingly of animal 


* This paper was prepared partially from data gathered in Copenhagen and Aarhus in 
1952-53. The author gratefully acknowledges financial assistance administered by the In- 
stitute of International Education which made his visit to Denmark in that year possible. 

* Study of a recent survey of measures for controlling farm prices in Western Europe, for 
example, reveals that nine cut of ten countries covered by the survey carried out the im- 
portatation of bread grains through a central agency in 1951. Seven of the ten bulk-imported 
coarse grains; five, sugar; five, butter; two, cheese; four, meat; and three, eggs. With regard 
to exports, the only two grain exporting countries included in the survey had centralized 
agencies for the trade; three countries had a national monopoly for the export of butter, 
three for cheese; four for meat; and three for eggs. See, Food and Agriculture Organization 
of the United Nations, Survey of National Measures for Controlling Farm Prices in Western 
European Countries, Commodity Policy Studies No. 2 (Rome, 1953). Such an accounting, 
which is limited to five commodity groups and ten countries, and which excludes (as far as 
the data permit) those licensing systems in which the control agency was not empowered to 
incur contracts, only illustrates the widespread use of national monopolies for foreign trade. 
Agricultural commodities and raw materials appear to have been the products most often 
involved in this type of arrangement. 

* The description of the pre-1931 marketing channels for Danish butter and bacon is con- 
structed mainly from materials from the following sources: Chris L. Christensen, Agricul- 
tural Cooperation in Denmark, U. 8. Department of Agriculture Bulletin No. 1266 (Wash- 
ington: U. 8. Government Printing Office, 1924); Report on the Marketing of Dairy Produce 
in England and Wales, Part II, Butter and Cream, Ministry of Agriculture and Fisheries, 
Economic Series No. 30 (London: His Majesty’s Stationery Office, 1932); Report on the 
Marketing of Pigs in England and Wales, Ministry of Agriculture and Fisheries, Economic 


363 


So oes poms 








364 J. CARTER MURPHY 


products.* Prior to the depression of the 1930’s, Danish butter and bacon ex- 
porters not only competed with suppliers from other nations,® but they competed 
vigorously with each other. The Danish products were remarkably uniform 
due to quality control exercised by the state, by the cooperative butter export 
associations, and by frequent bacon quality competitions. All exports of butter 
and bacon bore the national “Lur” brand and were advertised abroad as 
“Danish.” But the organizations so closely knit for quality controls provided 
no machinery for collusive price fixing. 

Between 85 and 90 per cent of all milk production was—and still is—pooled 
in the first instance by approximately 1,300 small cooperative creameries. Some- 
thing like 95 per cent of the whole milk was separated for the manufacture of 
butter, the skimmed milk being returned to the farmer for pig feeding. Each 
creamery was free to dispose of its output as it chose, but typically it made 
an annual contract with one of three types of marketing agencies: the co- 
operative export associations, of which there were 11 and which handled slightly 
more than a third of all butter exports,® the private butter merchants who 
handled another third, or the Danish agencies of two large British retail chains’ 
who handled most of the remainder. Beckerman reports there were not less 
than 20 private export merchants active in 1930, so that there were at least 
33 independent exporting firms altogether; Christensen reported 40 exporters 
in 1924.8 


Series No. 12 (London: His Majesty’s Stationery Office, 1927); Report on Pork and Bacon 
Trades in England and Wales, Ministry of Agriculture and Fisheries, Economic Series No. 17 
(London: His Majesty’s Stationery Office, 1928); Pigs and Pig Products, Twelfth Report of 
the Imperial Economic Committee (London: His Majesty’s Stationery Office, 1929); A. 
Axelsen Drejer, Den Danske Andels-Bevaegelse, 6. Udgave (K¢gbenhavn: Det Danske Forlag, 
1952); and W. Beckerman, “Some Aspects of Monopoly and Monopsony in International 
Trade as Illustrated by Anglo-Danish Trade, 1921-38,” (Unpublished Ph. D. Thesis on de- 
posit in the University Library of Cambridge University). Material from these accounts has 
been supplemented by information generously given the writer by members of the trade 
in Denmark. 

“In 1929, for example, 60 per cent of Danish exports by value were shipped to the U. K., 
78 per cent of the total exports consisted of cattle, meat, eggs, and dairy products, and two- 
thirds consisted of butter and bacon alone. Since the Second World War, exports have been 
considerably less concentrated, both commodity-wise and market-wise, but animal products 
in 1954 still made up 57 per cent of total exports, and butter and bacon together were 30 per 
cent. Only 38 per cent of the total value of exports went to the U. K. in 1954, but that 
country was still well established as Denmark’s chief export market, the major secondary 
market, Germany, taking only 12 per cent of the trade. 

* Denmark provided about 30 per cent of the U. K.’s butter and slightly less than half of 
its bacon just before the depression. 

*The associations were an early effort by the cooperative creameries to create “more 
rational” centralized selling of butter, but they marketed independently and before 1930 
never handled together more than 40 per cent of the export supplies. Since the 1930’s the 
number of these associations has declined to 9, and their share in exports has risen to 63 
per cent (in 1951); but price setting has meanwhile been taken on by other organizations. 

*The Consumer’s Cooperative Wholesale Society and the Maypole Company. 

* Beckerman, op. cit., p. 7. Christensen, op. cit., p. 25. It is not clear whether the figures 
cited represent all exporters licensed by the Ministry of Agriculture or whether they are an 
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British importers usually purchased butter outright from Danish exporters, 
prices f.o.b., either on standing order or by telegraphic communication for 
weekly supplies. Danish butter, arriving at Grimsby, Newcastle, and Leith, 
was distributed directly by importers to the wholesale trade—in contrast to 
the practice for empire butter supplies which were quoted on the provision 
exchanges.® Prices in the transactions between Danish butter exporters and 
British importers were confidential, but a single “Copenhagen quotation” was 
announced weekly as an index to the market, and this became the basis for 
numerous preliminary settlements, including that between the creameries and 
the Danish farmers and that between the exporters and the creameries.’® 

The marketing of Danish bacon was independent of the marketing channels 
for butter. In 1930, 51 cooperative “bacon factories” produced approximately 
83 per cent of the export bacon,!! and each factory was responsible for selling 
its own product abroad. In the U. K., Danish bacon was quoted on the London 
Provision Exchange. Prices there were determining for the industry.1* Bacon 
was typically shipped from a Danish factory to Harwich or London, on con- 
signment to the factory’s agent or on his instructions, and consumed in southern 
England where the lean, mild product was preferred.” 





estimate of those that were actually active, licensing of “paper” firms not having been un- 
known. 

* The British report on marketing of dairy produce noted that butter from each imported 
source had its enclave of habitual preference around the ports of entry. See, Report on the 
Marketing of Dairy Produce in England and Wales, Part II, Butter and Cream, p. 24. 

* The quotation was arrived at by a committee representing creameries and the coopera- 
tive butter export associations, on the one hand, and the private Danish and British ex- 
porters, on the other. Each group met separately and proposed a quotation for consideration 
by the committee as a whole. If agreement could not otherwise be obtained, the quotation 
nearest that of the previous week was adopted. According to Christensen, in 1924 it was 
announced late in the week and “reached by checking the actual price which Danish butter 
has reached on foreign markets.” Op. cit., p. 29. According to Beckerman, it was announced 
in 1930 on Tuesday morning with an agreement among the exporters that this price would 
be maintained until three o’clock in the afternoon of that day to prevent butter’s sale at 
low prices too early. Beckerman noted that this “...weekly ‘frozen’ period has of course 
some elements of price maintenance,” but concluded that “this...appears to be so slight 
that it hardly detracts from the overall picture of competitiveness in the trade....” Op. cit., 
p. 10. 

“In 1950, 61 cooperative bacon factories produced 90 per cent. Drejer, op. cit., p. 217. 
Private factories accounted for the remainder. . 

* An early attempt at by-passing the exclusive trading arrangements of import agents and 
wholesalers closely associated on the London Provision Exchange was the Danish Bacon 
Company, owned and operated by a group of bacon factories to sell directly to retail out- 
lets in England. Although the company was excluded from the London Provision Exchange 
and from dealings with any of its members, by 1927 it had added a variety of staple products 
to its line, and it marketed the total bacon exports of its 17 member factories. In the late 
1930’s the company controlled about one-third of the Danish bacon trade. This does not 
appear to have been adequate, however, to permit any significant market control. 

* Danish bacon is usually shipped in the form of so-called “wiltshire sides,” being the 
half of a pig body, less head, tail, feet, and offal, but with shoulders and gammon attached. 
The whole is given a mild cure of three to seven days in brine tanks, drained another seven 
days and then shipped to England in “green” form to be smoked by the wholesaler before 
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Farmers’ prices for pigs were based on a national quotation (landsnotering) 
reached weekly by agreement among representatives of the Jutland, Funen, 
and Zealand cooperative bacon factories, together with the private factories, 
and was based on the preceding week’s London price. Cooperative factories 
made a partial settlement with farmers within a few days after delivery of 
pigs on the basis of this quotation; final settlements were made annually or 
semi-annually." 


III. GENESIS OF EXPORT CONTROLS IN THE 1930’s!® 


It was the body of “emergency” controls swept in with the depression years 
of the 1930’s which initiated the movement toward export monopolies in 
Denmark. The first shadow of events which were to come and the transforma- 
tion they would engender arose with a shift in Germany’s trade policy in the 
late 1920’s which resulted in tariff quotas on Danish butter and cattle and gave 
rise to the first export control boards. Prior to 1930 Denmark’s cattle and 
butter entered Germany under conditions of German trade treaties with Sweden 
and Finland, respectively, Denmark enjoying most-favored-nation treatment. 
But when in 1928 and 1929 these treaties were amended to allow Germany to 
impose tariff quotas, Denmark was allowed quotas no greater in absolute 
amounts than those granted the treaty countries, although Danish exports 
of these products to Germany were normally many times greater than those 
of Sweden and Finland. 

The problem of allocating the limited low-duty German cattle quota among 
exporters was at first avoided in Denmark by permitting Germany to collect the 
higher tariff on all shipments and to rebate the difference between total taxes 
collected and those applicable, the refund being assembled in a special govern- 
ment account. But the tendency for Danish cattle, now less easily marketed in 
Germany, to be shifted to other markets caused Belgium in May, 1930 to impose 
an absolute quota. To prevent Belgian importers from seizing the initiative and 
depressing cattle prices to the minimum supply price, the Danish Ministry of 
Agriculture now requested the Agricultural Council (Landbrugsraadet)?* to 
undertake an allocation of the quotas among exporters by operation of a system 
of export permits.17 The ministry itself gave final approval to the allocation, 





delivery to the retail trade. By-products of bacon manufacture are disposed of on the Danish 
market, in Germany, and as far away as South Africa. 

“ A price discount applied at every factory to over- and under-weight pigs insured delivery 
of animals of satisfactory weight for the bacon market. 

* This and subsequent sections of this paper owe a stronger debt than is identifiable by 
individual footnotes to Professor Knud Hansen, whose Regulering af dansk landbrugseksport, 
Det gkonomisk forskningsinstituts skrifter 13 (Kgbenhavn: Einar Harcks Forlag, 1950) is 
the only serious Danish study of the history of the agricultural export boards. 

*® Central organization for the hierarchy of Danish farm organizations and chief spokes- 
man for the cooperative movement. 

The international trade price of a commodity subject to absolute quota is, of course, 
indeterminate unless the quota is rationed out by extra-market means on either the demand 
or the supply side. The price is also analytically indeterminate if rationing takes place on 
both sides of the market, constituting a problem in bluff, sham, and maneuver. 
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but the practical allocation of licenses was in the hands of the Agricultural 
Council and was delegated by it to a Cattle and Meat Export Board (Kvaeg og 
Kgd Eksportudvalget) in April, 1932. 

The German tariff quota on butter was handled by the creation of a Tariff 
Regulation Board (Toldreguleringsudvalget) to calculate a “unit tariff rate” 
on exports. But when Belgium, in May 1932, again followed Germany in the in- 
troduction of restrictions, a Butter Quota Board (Smgrkontingetudvalget) was 
appointed to license exports to Belgium. The boards regulating the export of 
butter to Germany and Belgium, respectively, were combined in November in a 
Butter Export Board (Sm¢greksportudvalget) appointed by the Ministry of Ag- 
riculture. 

Meanwhile, the British Customs Act of February 29, 1932 introduced a 10 per 
cent ad valorum duty on a number of items of Danish agricultural produce. After 
the Ottawa Agreement of August, 1932 the butter duty was raised substantially 
and put on a specific basis at 15s. per ewt. Most important of all for Denmark, 
of course, was the preferential nature of the Ottawa duties, since most of Den- 
mark’s competition for the U. K. market was within the empire. Bacon was left 
free of duty in the U. K. tariff list. But following the Report of the Reorganiza- 
tion Commission for Pigs and Pig Products,‘* which recommended the expansion 
of the U. K. bacon industry at the expense of foreign suppliers, the British gov- 
ernment requested governments of foreign bacon supplying countries to limit 
voluntarily their exports of bacon to assigned quotas. In Denmark this gave rise 
to the appointment of a bacon board (Baconudvalget) by the Minister of Agri- 
culture in November, 1932 to license exports, and in February, 1933 to a domes- 
tic pig regulation scheme to curtail production.’® 

According to Hansen, the Danish Ministry of Agriculture in 1931 wanted a 


** Ministry of Agriculture and Fisheries, Economic Series No. 37 (London: His Majesty’s 
Stationery Office, 1932). 

* Brief descriptions of the Danish bacon regulation can be found in Clemens Pedersen, 
op. cit., pp. 34-38; G¢trik, op. cit., pp. 71-73; and Trygve Haavelmo, A Dynamic Study of 
Pig Production in Denmark (Copenhagen: Einar Munksgaard, 1939), p. 10. The British 
import quotas are described in Meat, 1987, a report of the Imperial Economic Committee 
(London: His Majesty’s Stationery Office, 19397), pp. 85-86. Beckerman, op. cit., pp. 55-56, 
raises the question as to why the U. K., having itself a strong potential monopsony position 
with regard to Denmark, permitted the Danes to control the allocation of the bacon quota 
and thus command the U. K. bacon market. He concludes that “the technique of encouraging 
‘voluntary’ restriction of exports of Danish bacon to this country was in fact a rather subtle 
move to leave the U. K. in a better bargaining position for the negotiations leading up to 
the Anglo-Danish Trade Agreement of 1933.” In the 1933 agreement Danish farmers re- 
ceived a pledge that the U. K. quota for Danish bacon would not be less than 62 per cent of 
the total quota from non-British countries and that bacon would remain free of duty and 
butter bound at the rate of 15s. per cwt. But Danish industrial interests were subjected to 
an undertaking by their government thai 80 per cent of the total Danish coal requirements 
would be purchased in Britian, despite the fact that the largest part of Danish supplies had 
previously come from Germany. Thus, not only was the U. K. successful in opening a market 
for her exports in the negotiations, but Danish agriculture hereby administered a political 
shellacking to Danish industrial interests. 
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firm legal basis for the export regulation which was developing, but the Agri- 
cultural Council objected, preferring that the regulation be carried on “adminis- 
tratively,” since the Council felt that the bargaining position of the producers 
might from time to time be improved if they could assert that the Danish gov- 
ernment did not have legal authority to limit exports.?° Nevertheless, in De- 
cember, 1932 a “Law Concerning Agricultural Exports” received the Royal As- 
sent and became, with subsequent amendments and extensions, the basis for 
centralized control of exports down to 1950 when private agencies were formed 
to carry on the functions begun under it. The law was brief, stating merely that 
the Minister of Agriculture could, on the recommendation of the Agricultural 
Council, decree that export of certain agricultural products would only take 
place under observance of the orders he might establish and that he could set 
certain penalties for failure to observe such decrees. 

Thus, the existing export boards were reformed to be official agencies of the 
Ministry of Agriculture in early 1933, and thereafter additional boards were 
appointed to regulate the exportation of cheese, eggs, poultry, horses, straw, and 
potatoes. The membership of the boards was made up of representatives of the 
cooperative exporting associations, the private exporters, the Agricultural Coun- 
cil, and later other producers’ organizations. Long-standing rivalries between 
the cooperative organizations and the private trading houses for control of the 
farm product marketing process were not settled in the formation of the boards, 
and the contest which had previously been fought out largely in the market 
arena was transferred bodily to the arena of politics, where it cannot be said 
that the private trade was any more successful than it had been before. Hansen 
notes that there was a decided tendency for the number of producers’ represen- 
tatives (from the Dairy Federation, the Association of Cooperative Bacon Fac- 
tories, the Agricultural Council, etc.) on the boards to increase.?! The chairman 
of each export board was appointed by, and was a member of, the Agricultural 
Council, and the secretariats of the boards were supplied by the producer organi- 
zations.” As will be seen below, the private trade was only able to bring about 
the abolition of the official export boards in 1950 when the producers’ organiza- 
tions were prepared to inaugurate their own control agencies based on unofficial 
sanctions. 

The work of the export boards throughout the 1930’s is shrouded in a good 
deal of mystery, but, as a rule, they appear to have allocated export licenses 
when quotas were imposed by a foreign country on the commodity concerned; 
they levied taxes to equalize the prices obtainable in various foreign markets; 
and from time to time they took on the responsibility for export contracts them- 
selves, all under the authority of the Ministry of Agriculture. On butter, for 


” Op. cit., pp. 7-8. 

™ Op. cit., p. 9. 

™ The secretariats for the butter and cheese boards were supplied by the Dairy Federation 
(Mejeriforeningernes Faellesorganisation), those for the bacon and lard boards by the 
Cooperative Bacon Factories (De Samvirkende Andelssvineslagterier), and all others by 
the Agricultural Council. 
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example, there were export taxes on sales to Belgium and Germany to absorb 
the excess in prices which could be obtained on those markets as compared with 
the price obtainable in England. When Belgium began to allocate its butter 
quota among its own importers in 1933 and a powerful import organization was 
formed there, the Danish butter export board made sale to Belgium contingent 
on both the payment of an export tax and the observance of a minimum price. 
In 1933, the board also set a weekly “direction price” for butter exports to Ger- 
many, although this practice was stopped when the German buyers complained. 
It is not clear whether the export taxes were price determining for the markets 
to which they applied, or whether they were operated in a passive way to follow 
movements first initiated by the market, but, given the imperfection of the but- 
ter market, one must suppose that the taxes were usually a determining factor 
in price setting.?* Ggtrik mentions an attempt by the Danes to contrive an inter- 
national cartel to regulate butter production in the early 1930’s—an attempt 
which ended, however, in failure.2* After February 17, 1933, all export of cattle 
and meat was made dependent on the observance of the cattle and meat board’s 
quotation for export to the market involved, and in later years, this board itself 
became the sole contractor for exports of products under its jurisdiction.*® In the 
allocation of export licenses, where licenses were applied, the boards alternated 
between use of (1) shares in general exports of the commodity in question during 
a base period and (2) shares in exports to the particular country which had im- 
posed the quota, as a standard for the allocation. Inevitably, the standard, to- 
gether with the base period to be selected, was ground for political pressure and 
compromise.”® 

Controls aimed at curtailing production and raising prices on the domestic 
market were effected for bacon, butter, beef and veal, sugar beets, grain, and 
potatoes. But if only from the smallness of the proportion of butter and bacon 


* Clemens Pedersen says the levies “... were varied with the objective of obtaining the 
highest possible total payment for exports to the various markets abroad.” “Fastsaettelesen 
af prisrne paa landbrugsprodukter i Danmark,” Prissdtningen pa jordbruksprodukter i de 
nordiska landerna (Stockholm: Lt:s Forlag, 1950), p. 24. This and succeeding quotations 
from Danish sources are here translated freely. 

“H. P. Ggtrik, Danish Economic Policy, 1931-38 (Copenhagen: The Institute of Eco- 
nomics and History, 1939), p. 44. 

Tt should be noted that a case might be made for centralized selling in international 
trade in periods of failing effective demand on the basis that it increases trade. In glutted 
markets it is possible that the lower a supplier’s offer price, the tighter the restrictions will 
be drawn against the import of his product, yet if suppliers compete with one another there 
is no way out of the dilemma. In such a case the maintenance of price through centralized 
selling may increase the volume of the product sold, as well as its price. 

* A fund of two million kroner was established in 1934 for operation of a national buffer 
stock of butter. Legislation in 1937 and 1938 provided for state loans to help finance this 
market regulation and the erection of additional cold stores. But the cold stores were not 
erected and the buffer stock was never operated to any great extent because of the desire 
to maintain the preference which Danish butter enjoyed in the U. K. and which was be- 
lieved to be based on freshness. 
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output which was absorbed domestically, there can be reasonable doubt that 
maneuvers in the domestic market for these particular products much influenced 


farm incomes.?? 
IV. DEVELOPMENT OF EXPORT CONTROLS DURING WARTIME 


The outbreak of the war in September, 1939 brought with it other changes 
in the marketing arrangements for Danish agricultural products and a more 
complete development of the techniques of centralized exporting. In the U. K., 
private importation of a number of foodstuffs was suspended when the govern- 
ment took over responsibility for purchase and distribution in September. The 
U. K. bacon quota was ended, but ceiling prices on bacon and butter, as well as 
on other products, became effective there. England negotiated with the Danish 
butter and bacon boards on deliveries and prices. The meager price increases 


* The proceeds of a domestic tax on butter (but not those of an equalizing tax on mar- 
garine) went into a Ministry of Agriculture “pool” which was said to belong to farmers. 
The pool was not disbursed, however, and subsequently became a source of substantial 
working capital for the butter export board. Even counting butter tax proceeds as farm in- 
come, it is doubtful that the tax augmented income much. For the supply of butter called 
forth by the tax on domestic sales had to be 
sold partly on foreign markets. Put geometri- 
cally, OP is the common foreign and domestic 
price without tax, OQ is the domestic price 
after tax, ON is the foreign price after tax, 
and OT is the weighted average price on the 
two markets, which may be greater or less 
than OP. The supply to foreigners, MN, is 
equal the excess, RS, of production over do- 
»' mestic consumption. Whether total income to 
: farmers with the tax was greater or smaller 
Export Market © Domestic Market than it would have been without depended 

on the elasticity of demand at home and 
abroad, the elasticity of supply, and the way the original distribution was made between home 
and foreign markets. The income to producers after the tax on domestic sales was greater, (1) 
the more inelastic the domestic demand ; (2) the more elastic the foreign demand; and (3) the 
more elastic the supply if the domestic demand had an elasticity less than one and the foreign 
demand an elasticity greater than one. If the domestic demand was elastic as well as the for- 
eign, or the foreign inelastic like the domestic one, then the original distribution of supplies 
between markets, as well as the elasticity of supply, was relevant, since income from one mar- 
ket rose while that from the other fell when the tax was imposed. If it be not unrealistic to 
assume that the demand for Danish butter in both foreign and domestic markets was inelastic 
in the 1930’s, then, since four-fifths of the output was exported, if the supply had any elasticity 
at all, the domestic tax reduced the total earnings from butter production, rather than raising 
them. 

Danish policy with respect to foreign exchange rates was also used to some extent in 
aid of agriculture during the 1930’s. Discussions of the policy can be found in G¢trik, op. cit.; 
Paul Nyboe Andersen, Danish Exchange Policy, 1914-1989 (Copenhagen: The Institute of 
Economics and History, 1942) ; and Betaenkning angaaende vareforsyningsloven og prisloven, 
prepared by a commission appointed by the Ministry of Trade (Kgbenhavn: J. H. Schultz, 
1949). 
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granted did little, however, to cover rapidly rising feed and transportation 
costs.8 

By and large, the transition to the necessities of wartime controls was carried 
out by adaptation to new objectives of much of the same control machinery 
which had been assembled during the 1930’s. In place of price discrimination 
which supported the domestic price of farm products above the foreign, discrimi- 
nation which allowed the foreign price to exceed the domestic was effected with 
the introduction of maximum domestic wholesale prices on the chief agricultural 
export products in late 1940. Legislation to license and control imports and ex- 
ports in general as well as to impose domestic price ceilings and rationing was 
passed during 1939 and 1940, and full authority to exercise most of the controls 
including the operation of the exchange control, was vested in an Office of Supply 
(Direktoratet for Vareforsyning) in August, 1940. Control of agricultural ex- 
ports, however, was assigned in this legislation to the Ministry of Agriculture 
and remained practically in the hands of the export boards.”® 

Although most of the export boards had either directly or indirectly engaged 
in centralized exporting since 1932 or 1933, authority was not explicitly given 
to the boards to constitute themselves the only legal exporters to particular mar- 
kets until the law concerning agricultural exports was amended to this effect in 
1939. With the beginning of the war, more of the boards exercised the right to 
serve as monopoly exporters of their products, first with respect to the U. K., 
and later to Germany and the occupied continent. Exports of bacon and cattle 
were completely centralized. With regard to other products, Hansen states that 
exporting was continued in private hands “as far as possible,’’*° although it is 
clear that in no case did this mean that prices were set in a competitive market. 

On April 20, 1940, some eleven days after the occupation, agreement was 


* Devaluation of the pound relative to the krone further reduced the income of agri- 
culture. Debate concerning “exchange equalization” subsidies to the major export products 
brought on a split within the Agricultural Council between the small farmers and the owners 
of the middle-sized farms and estates, during which the important Smallholders’ Society 
withdrew from the Agricultural Council. The law governing regulation of agricultural ex- 
ports was subsequently amended to require the Ministry of Agriculture to have the approval 
of the Smallholders’ Society, as well as that of the Agricultural Council, before imposing new 
export controls. 

*Tt should be noted that the Supply Law of 1940 duplicated existing authority of the 
Ministry of Agriculture since the ministry already possessed legal authority to exercise con- 
trol over agricultural exports in the law bi-annually renewed since 1932. The ministry re- 
tained the authority of the Supply Law after the law of 1932 expired in 1950. The history of 
wartime foreign trade regulation as well as of domestic price and supply problems is related 
in Betaenkning angaaende vareforsyningsloven og prisloven, and the domestic regulations 
are described in a report of the Office of Supply, Vareforsyning og varefordeling under den 
tyske besaettelse (Kgbenhavn: Bianco Lunos Bogtrykkeri, 1948). The authoritative dis- 
cussion of agricultural price arrangements is in Det Statistiske Departement, Landbrugs- 
statistik, 1945, Statistiske Meddelelser, 4. raekke, 126. bind, 3. haefte (Kgbenhavn: Bianco 
Lunos Bogtrykkeri, 1947). pp. 131-65, the first of the expanded volumes in a series of annual 
definitive reports on Danish Agriculture. 

” Op cit., p. 18. 
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reached with the Germans on prices and deliveries of Danish food products. 
Prices thereafter rose rapidly as the occupying Power sought to expand produc- 
tion through high prices financed out of the clearing account at the National 
Bank of Denmark. Agricultural products were excluded from the first domestic 
price freeze, but were at last brought in under the system of maximum prices 
after government negotiations with the butter producers in October and the ba- 
con factories in November, 1940. A year later the government limited the com- 
petence of the export boards to accept higher price offers from the Germans; each 
subsequent intention to negotiate for a price increase had to be approved by the 
government before the negotiations could occur. Butter became rationed on the 
domestic market on November 8, 1940, and under German pressure an upper 
limit was placed on the quantity of bacon supplies the bacon board could allot to 
the home market. 

Following imposition of domestic price ceilings, the butter export board col- 
lected a levy on export butter equal to the difference between the export and 
domestic prices. Proceeds went to the butter pool. The price paid to producers 
was an “accounting sum” (afregningssum) consisting of the “accounting price” 
(the domestic price, kr. 3.89) plus a supplement out of the collections in the pool. 
The producers’ price would thus have been a weighted average of the domestic 
and export prices, had the pool not been allowed to grow. A ceiling was placed 
on the accounting sum after November 14, 1941, however, at kr. 4.45 per kg., 
and in a law of December, 1941 and subsequent legislation the state guaranteed 
producers until the end of the war that the accounting sum would not fall below 
this level. 

Throughout the war, the national quotation for bacon (the price at the bacon 
factory) was based on the weighted average price from sales to the home and 
foreign markets. 


V. MARKETING CHANNELS SINCE 1945 


The first Danish food exports after the lifting of the German occupation were 
arranged by a “Combined Executive Food Surplus Committee,” meeting weekly 
in Copenhagen from May, 1945 to October, 1946. The committee included rep- 
resentatives of the U. K. Ministry of Food, the British army, the American food 
procurement mission, the Danish foreign and agriculture ministries, the Agri- 
cultural Council, and the Smallholders’ Society, as well as members of the ex- 
port boards. The British demanded in the summer of 1945 that all trade be 
temporarily in the hands of governments, with agreement on inter-government 
financial settlements postponed until the first emergency was past.*! Thus, at 
the meetings, August, 1945, for negotiating prices on Danish agricultural exports 
to the U. K., a pattern of trading arrangements based on inter-governmental 


™ See further, “Danmarks import i den fgrste Tid efter Befrielsen,” Udenrigsministeriets 
Tidsskrift, p. 26. Aargang, May i945, Nr. 5, pp. 61-63; “Danmarks Landbrugseksport,” 
Udenrigsministeriets Tidsskrift, p. 26. Aargang, August 15, 1945, Nr. 10, p. 132; and “Dan- 
marks Udenrigshandel i 1945,” Udenrigsministeriets Tidsskrift, p. 27. Aargang, February 15, 
1946, Nr. 4, pp. 47-48. 
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agreements was set which remained unaltered for more than two years. Repre- 
sentatives of the Danish producers served only in an advisory capacity in these 
negotiations, and even their strong opposition to the 1945 price settlement did 
not prevent Denmark’s government from accepting it.®? 

The function of executing early postwar international agreements fell to the 
ministerial export boards. The boards were responsible for providing supplies 
for the domestic rations of the respective commodities and for allocating the 
available export supplies among foreign markets. They were the only exporters 
of their respective food products to most marktes. If in some cases individual 
export firms and associations were permitted to make foreign sales, such actions 
were under license and subject to levies.** Export boards served as counsel to 
the government representatives responsible for the recurring bilateral interna- 
tional trade agreements and prepared estimates of export possibilities for these 
negotiations.** 

The available evidence suggests that from the time when the bacon, butter, 
and egg boards were first granted the privilege of making their own bargains 
with the U. K. Ministry of Food,** farmers never permitted themselves to be 
sacrificed in the interest of another Danish political group. The plea that export 
price and delivery agreements be connected with import agreements reached its 
most vigorous stage during the period of rising prices after the currency devalua- 
tions of 1949 and during the Korean war crisis, 1950-52. The editorials of Dag- 
bladet Bgrsen, the commercial chronicle in Copenhagen, regularly expressed the 
frustration of the industrial and private commercial interests with agriculture’s 
long-term contracts and with the inability of the importers of coal and steel to 
exploit the general shortage of foodstuffs abroad to obtain raw materials. The 
Danish organized labor movement favored the connection of import and export 
negotiations.** But the Jutland press said such a linkage would be “nothing less 
than planned economy,’”*? and the director of the Dairy Federation, Mr. L. P. 


™" 27de Bereting om Landbrugsraadets Virksomhed (Kgbenhavn: Landbrugsraadet, 1947), 
p. 60. Annual reports of the Agricultural Council are hereafter cited only by number and the 
year covered in the report. 

* Butter, cheese, and egg exports were licensed by a specia! government office, the State 
Control for Dairy Products and Eggs. But the boards for these commodities can probably be 
assumed to have had as close control over distribution of their respective products as the 
other boards had in that much of the selling was monopolized, and the remainder was guided 
with the use of levies on export earnings. 

*“ Although most of the trade agreements, other than the ones with the U. K., provided 
permissive quotas only, a few of them established specific prices and quantities. 

* Government negotiators first stepped aside in September, 1947, and the boards imme- 
diately displayed some tough trading techniques. Butter and bacon exports to the U. K. 
were cut off and diverted to third countries with the expiration of the old contract in 
October, and in January the U. K. consented to price increases of 33 and 40 per cent for 
butter and bacon, respectively. 

* See, “Arbejderbevaegelsen gnsker samlede Englandsforhandlinger,” Bgrsen, December 
23, 1950. 

* The newspaper Vestkysten, cited in “Regeringen og Englandshandelen,” Bgrsen, January 
2, 1951. 
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Frederiksen, asserted that agriculture must enjoy in the field of trade “the same 
rights as do other producers,” namely the unqualified right to market the product 
to the seller’s advantage.** 

The complete centralization of agricultural exports under the ministerial ex- 
port boards was subjected to severe criticism, virtually from its inception, by 
the private traders who had in earlier years participated independently in the 
marketing process and who received only minority representation on the 
boards.*® Spokesmen for the agricultural organizations repeatedly agreed that 
they too desired liberalization of the trade, but they alleged that there were 
dangers in competitive selling to countries with centralized purchasing agencies. 
The Agricultural Council set as a precondition for the ending of official controls 
that producers be given a certain period “...to adjust the sales apparatus to 
changed conditions and to insure that agriculture’s products will continue to be 
sold at the best possible advantage.”*° 

In the spring of 1949 the farm bloc in the Rigsdag at last joined the spokes- 
men for private commerce in agreeing that the agricultural export law should be 
extended for no more than eight months longer. The existing boards then became 
the nuclei for efforts to continue the export controls after public regulation 
would end. Some of the private trade, recognizing that unofficial export organi- 
zations were going to be successfully formed and that in such organizations the 


*“Sm@¢rproduktionens gkonomi kan nu bedgmmes med behersket optimisme,” Fyns 
Tidende, February 16, 1952. The conflict of interest between Danish agriculture and in- 
dustry has been a constant plague of the government’s “active” trading policy since 1932, 
because primary interest in exports and imports belong to agriculture and industry, re- 
spectively, a dichotomy of groups along which the society is highly organized for political 
activity. 

® They argued, undoubtedly with justification, that the farmers intended to use the 
boards as a means of extending the boundaries of the cooperative movement toward elimi- 
nation of the private trade. They blamed the boards specifically with refusing to admit new 
traders, denying permits for some potentially profitable exchanges, and misusing private 
information. They castigated the boards for lack of merchandising ability and declared that 
the state regulation of trade in agricultural products was intolerable when such controls were 
not imposed on any other business. See, for example, the letter from the export office of the 
Provincial Chamber of Commerce to the Minister of Agriculture reprinted in 27de Beretning 
om Landbrugsraadets Virksomhed (1946), pp. 28-29. 

“29de Beretning om Landbrugsraadets Virksomhed (1948), p. 69. When the agricultural 
control law was before the Rigsdag for renewal in March of 1949, the Agricultural Council, 
in a letter to the Minister of Agriculture dated March 4, revealed the plans which producers’ 
organizations were making: 

“ ..it is desirable that agriculture itself carry on through its own organizations that which 
has been shown in the work of the ministerial boards to be of significance for agriculture and 
the marketing process. Agriculture has in mind a higher degree of centralization in selling, 
by means of which, among other things, the expenses of distribution can be reduced and 
common propaganda prepared. Attention is called to the advantage, both marketing- and 
price-wise, that a common offer of agriculture’s goods has shown itself to possess, especially 
when the prices of the same quality of goods vary widely from one country to another. It is 
desirable to replace that relation between the cooperative and private trade which has been 
maintained through state control with the mutual competition of former times...in as- 
surance that the producers’ own associations will come out ahead in such a match.” 30de 
Beretning om Landbrugsraadets Virksomhed (1949), pp. 73-74. 
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private traders would be deprived of ministerial protection, suggested now that 
the ministerial boards should be retained and only stripped of their most objec- 
tionable authority, that permitting them to export directly.*1 But such hopes 
were vain, and the private trade for the most part ended up in joining producers’ 
groups in the new organizations.* 

Out of the old ministerial boards eight new organizations were formed to trade 
in cheese, bacon factory products, cattle and beef, butter, horses, potatoes, eggs, 
and poultry, respectively. The by-laws of the various organizations differ from 
each other in some respects, according to the structure of the different trades, 
but they in general vest the same functions in the new organizations as were 
carried out by the ministerial boards. The organizations are empowered to im- 
pose levies on, as well as to license, exports and to monopolize the trade. Offenses 
against the rules can be punished by fine or expulsion from the group. The gov- 
ernment required the organizations to agree to certain conditions before it would 
relinquish to them complete control over the pools, namely: (1) that no party 
with a rightful interest in the trade be denied the free right to join and resign 
from the organizations; (2) that offenses be tried by a non-partisan committee; 
(3) that export license allocations, etc., be subject to invalidation by the courts; 
(4) that the funds in the pools not be used to eliminate competitors remaining 
outside the organizations; and (5) that the by-laws of the organizations be regis- 
tered with the Price Control Council of Denmark, the body concerned with re- 
straint of competition on the domestic market.** But the leadership personnel 
of the new agencies is, on the whole, the same as that of the ministerial boards, 
and the organizations have been made participating organs in the Agricultural 
Council. 

Under the new arrangements, bacon is only exported by the Export Bacon 
Factories’ Sales Association.** Bacon is supplied to the home market through 
usual wholesale and retail channels, and the export association is the residual 
buyer of all bacon which cannot be disposed of on the domestic market at the 
national quotation. The quotation is established by a committee of four repre- 


“See, N. Kjaergaard, “De nye danske eksportorganer for landbrugsprodukter,” Nordisk 
Landbruksekonomist Tidskrift, Hafte I (1950), p. 8. 

“ Hansen, op. cit., pp. 26-27, reports that producer adherence to the new organizations is, 
“for all practical purposes,” 100 per cent for butter, bacon, and cheese, though he suggests 
it is less for cattle and horses. Kjaergaard, op. cit., p. 9, states that “affiliation with the new 
organizations in all branches of export is something near 100 per cent ... from the side of the 
private trade.” Hansen summarizes the position of the private trade'as follows: “[If they 
were] in some cases doubtful about joining, it was of course due to the fact that they hereby 
would give the cartel leadership authority to regulate the prices and quantities of their ex- 
ports. But they had no choice to the extent that they would have been excluded from being 
able to buy from producers by remaining ouiside.” Op. cit., p. 27. 

* Agricultural spokesmen contended that the new trade organizations were concerned only 
with export and should therefore not be subject to the Price Control Council. The govern- 
ment, however, successfully maintained that the export market so dominates the establish- 
ment of prices on the products involved that the domestic market must be affected by export 
price maneuvers. 

“Bacon factories may export pig heads, feet, ears, tails, livers, hearts, kidneys, tongues, 
casings, and sausages, but not bacon, porkers, frozen pigs, sows, or lard. 
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sentatives of the bacon factories plus two representatives of the farmers, all ap- 
pointed by the general assembly of the Association of Cooperative Bacon Fac- 
tories. The bacon pool provides working capital to the export sales association 
but is not large enough to be used for extensive price stabilizing operations.*® 

The by-laws of the Dairy Industry’s Butter Export Board provide for mu- 
tually exclusive trading arrangements between the member producers (cream- 
eries), on the one hand, and the member exporting firms (cooperative export 
associations and export merchants), on the other. Butter is distributed domesti- 
cally, as before the war, by creameries and through private wholesale merchants. 
But the functions of pricing exports and allocating export supplies among mar- 
kets are in the hands of the industry export board. The board itself has handled 
sales to those countries with centralized buying agencies (among which in 1953 
were the U. K., Switzerland, France, Western Germany, Finland, Canada, and 
the U. 8. Army Procurement), but individual exporters are free to sell butter 
elsewhere. Prices in the “liberalized” markets have usually been higher than 
the home market price, but such sales are subject to levies designed to equalize 
the return to the exporter, regardless of where the butter is sold. The proceeds 
of the levy go into the butter pool and are considered in the setting of the butter 
board’s quotation—the accounting price, which has superceded the old Copen- 
hagen quotation as the basis on which price settlements between various links 
in the butter distribution chain are calculated. Direct licensing is used by the 
butter board finally to insure the observance of its oblibations—for example, 
the until recent obligation to see that 75 per cent of total annual exports reached 
the U. K. in fulfillment of the six-year Anglo—Danish butter contract. The but- 
ter export board stands ready to buy all supplies offered by exporters at its pub- 
lished accounting price, and exporters have the choice of supplying the domestic 
market, selling in foreign markets open to them and paying a levy, or of selling to 
the export board. 

The butter pool makes possible some stabilizing of the basic price quotation. 
This price changed only seven times during the more than seven years between 
September, 1945 and December, 1952, although during 1953 and 1954 it was 
altered more often with the purpose of levelling out seasonal production. The 
magnitude of the pool in 1951-52 was around 9-10 per cent of the total value of 
annual butter exports. To the extent that the pool remains constant over any 
period, this indicates, of course, that the accounting price is a fair representation 
of the average price obtained for butter on all markets. No clear policy for the 
pool’s employment seems to have emerged. Producers would naturally like for 
it to be distributed through higher quotations. The leadership of the export board 
would like to retain it for stabilizing operation.** Manipulation of the pool to- 


“The Ministry of Agriculture reported the bacon pool to be 9 million kroner on November 
26, 1948 (according to Hansen, op. cit., p. 16), and the Agricultural Council has reported that 
the pool was 10 million kroner at the time it was turned over to the new bacon export or- 
ganization in 1950 (31te Beretning om Landbrugsraadets Virksomhed [1950], p. 61). The lat- 
ter report made the pool not much more than one per cent of the total value of pork, bacon, 
and offal exports in 1950. 

“P. T. Bauer and F. W. Paish have suggested the extensive use of buffer funds according 
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ward the stabilization of farmers’ incomes apparently occurred on an ad hoc 
basis during the inflationary crisis of early and middle 1950. 

The Agricultural Council has called April 1, 1950, the day most of the new 
export organizations came into effect, the beginning of a “new epoch for Danish 
agricultural export.’’*? Against what it called “the political storm” raised over 
the monopoly aspects of the organizations the Council said, “agriculture stood 
on its constitutional right to freedom of association.” Furthermore, remarked 
the Council with perfect candor, “The only thing agriculture wants to use the 
new organizations for is to exercise a reasonable control over sales in the pro- 
ducers’ interest.”*® Spokesmen for agriculture deny that farmers will use their 
weight in the new organizations to force private traders out of the exporting 
business. Kjaergaard warns, however, that “profitmakers will not be allowed 
luxurious living at agriculture’s expense.’’*® 

There seems no doubt that the new selling organizations are expected to be 
permanent. The Agricultural Council characterizes them as “a further develop- 
ment of control over the processing of products which Danish agriculture has 
exercised for many years through the cooperative producing societies.”®° 

The government did not entirely give up its authority to regulate exports of 
important farm products with the expiration of the 1932 law, since this authority 
is granted to the Minister of Agriculture in the Supply Law of 1940 and since 
the Price Control is authorized to reject an export agreement which would un- 
desirably influence domestic prices. Consequently, official licensing of exports 





to established rule for the stabilization of raw material prices. They have also pointed to 
the danger that unless those administering such funds are governed by rule they are likely 
to have a bias toward keeping the funds intact or even enlarging them. See, “The Reduction 
of Fluctuations in the Income of Primary Producers,” Economic Journal, December 1952, 
LXII, pp. 750-80. Danish experience appears to be in line with this danger. 

“ 31te Beretning om Landbrugsraadets Virksomhed (1950), p. 61. 

* Tbid., p. 65. Perhaps the only curious thing about the formation of the agricultural ex- 
port monopolies in Denmark is the fact that they arise in an intellectual milieu which con- 
tinues to give lip service to the anti-monopoly crusade characteristic of the cooperative 
movement. Paragraph 5, Article 1 of the by-laws of the Agricultural Council, for example, 
cites one of the Council’s purposes to be “to oppose the formation of ... trusts and cartels,” 
although this is qualified by the phrase, “[such] as are deemed to be harmful to the com- 
munity.” 

“ Op. cit., p. 9. The great difficulty of reconstructing a competitive climate in the economy 
of Europe after the controls of the 1930’s and 1940’s is further illustrated by Danish experi- 
ence with import controls. A government report has called attention to the decline of com- 
petition among firms which learned to “cooperate” through execution of the official regula- 
tion: “The authorities have carried on a close cooperation with the trade organizations and 
have sought to avoid the stiffness of fixed [import] allocations by bringing these organiza- 
tions into the work.... Through the years this has brought about a strong flowering of trade 
associations which, under the system, have taken on increased importance and power. This 
has often meant that the former competition has been replaced by cooperation between the 
firms within the framework of the trade association.” Betaenkning angaaende vareforsyning- 
sloven og prisloven, p. 31. 

® “Memorandum on the Aims of the Danish Agricultural Organizations in the Develop- 
ment of Danish Agriculture up to 1952-53.” A report submitted to E. C. A. (Copenhagen: 
The Agricultural Council, May 1950), p. 35. (Mimeographed). 
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has continued since 1950, and important export contracts must be submitted to 
the government for approval before they become effective. Official actions with 
respect to butter, bacon, and cheese, however, appear to have been largely for- 
mal.®! 

It is interesting that the Danish farmers, bent upon reaping the advantages 
of centralized selling, have not fostered a single marketing organization for all 
of the export products. One would expect that the demand elasticity for all food 
products together would be less than that for each one separately, so that uni- 
fied control of the total supplies would enhance the seller’s trading position. The 
farmers have, as a matter of fact, on some occasions in the U. K. negotiations, 
made the bargain for each commodity dependent on the bargains for others.®? 
But on most occasions when U. K. butter and bacon negotiations have been car- 
ried out simultaneously, the meetings have been broken up into sections in which 
the commodities were dealt with in semi-isolation. Agreement on trade condi- 
tions for one of the commodities has been announced while conditions for the 
other were still under discussion. Members of the Danish bacon board repre- 
sented the farmer-owned bacon factories, and members of the butter board rep- 
resented the farmer-owned creameries and cooperative export associations, as 
well as the private export merchants. It would be natural for the leadership of 
these groups to compete for the farmers’ favor, and one cannot imagine that one 
group would happily make sacrifices in another’s behalf. The formation of the 
hew export organizations along commodity lines, then, seems to be explicable 
mainly in terms of institutional dynamics. The commodity-wise organization 
of cooperative marketing in Denmark was at one time an adaptation to distribu- 
tion channels abroad and a construction on prior individual enterprise. Once 
institutionalized, this structure has been self-perpetuating.™ 


VI. SUMMARY 


National export monopolies for Danish agricultural products illustrate the 
trend of the past twenty years toward bulk-trading on national terms. The Dan- 


™ Butter and bacon agreements with the U. K., 1945-48 and spring, 1951, were parts of 
inter-governmental trade agreements. Other postwar Anglo-Danish butter and bacon con- 
tracts, however, seem to have been literally between the U. K. Ministry of Food and the 
appropriate Danish export board. 

@=The Agricultural Council stated explicitly that this strategy was resorted to in the 
talks of December, 1946-February, 1947, when meat and potatoes were included in the trans- 
action with bacon, butter, and eggs. 27de Beretning om Landbrugsraadets Virksomhed (1946), 
p. 76, and 28de Beretning om Landbrugsraadets Virksomhed (1947), p. 74. The Council has 
also mentioned that the procedure would have been desirable in 1950, but at that time the 
bacon price was already established until the beginning of 1951, whereas the butter price was 
only agreed through the end of September, so that it was necessary to hold separate negotia- 
tions. 

In 1924 Christensen remarked of the Danish organizational framework: “In the whole 
field of Danish agricultural cooperation the trend of development has been to apply the 
principle of specialization. The common practice in both the selling of agricultural products 
and the buying of farm supplies...is to form special associations for special purposes. In 
other words, the farmers organize and operate along commodity lines.” Op. cit., p. 11. The 
new organizations have perpetuated the pattern recognized thirty years ago. 
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ish monopolies are moulded to an institutional framework resulting from two 
decades of public regulation; they appear to posses virtually complete market- 
ing control over export supplies of butter, bacon, and other products. The export 
agencies formed in 1950 represent a more or less permanent extension of the he- 
gemony of the cooperative movement over the farm marketing process. Although 
centralized trading abroad has been used to justify continuation of centralized 
exporting in Denmark, even united purchasing of several products by foreign 
agencies has not stimulated union among traditional marketing organizations 
along product lines in Denmark. 








A UNIFIED TREATMENT OF BARGAINING THEORY 
HARVEY M. WAGNER* 
Massachusetts Institute of Technology 


Just as economic analysis historically has progressed from considerations of 
supply and demand conditions starting at the economy as a whole, then narrow- 
ing to the industry and finally to the individual firm, theories of wages have 
run a parallel course. Wage theory on the micro level, at least in modern times, 
has been termed the “theory of bargaining.’’ Three outstanding approaches 
warrant our attention, viz., bilateral monopoly, risk evaluation, and the theory 
of games.' The purpose of this paper is to synthesize the interesting and valid 
conclusions from these separate approaches, and to present a unified picture of 
the pure theory of bargaining to date. 

The typical framework for the analysis of conflicts assumes (1) both the buyer 
of labor services, viz. management, and the seller of labor services, viz. the union, 
are able to exercise a certain degree of monopoly power in setting the wage rate, 
(2) only a single bargaining situation is to be considered, and this contract is to 
be effective over a stated period of time, (3) the wage contract is negotiated at 
a micro level, i.e., between one firm and one union, or possibly one industry and 
one union, (4) other wages and external influences in the economy are given, and 
(5) each of the parties to the contract has a specified pattern of tastes which may 
be represented by means of an ordinal utility function. 

Although we might have been more ambitious in considering the possibility 
of the bargaining situation modifying the negotiators’ utility functions, we have 
decided to explore the essence of the bargaining problem with as few complicating 
factors as appear permissible, and we shall not elaborate in detail on the im- 
portant topic of how each party arrives at its own utility function. Furthermore, 
the reader is of course aware that union-management contracts in real life 
situations ordinarily cover a wide range of employment stipulations and con- 
siderations (conditions of employment, fringe benefits, overtime pay, intra-firm 
wage structure, etc.). Again in order to make the analysis tractable we shall 
restrict ourselves to considering the determi: tion of only two variables, viz. 
the wage bill and the amount of employment in the firm (or industry).? Need- 
less to say, the universality of our conclusions must be tempered by the re- 
strictive nature of our assumptions. 

It is generally recognized that the solution to the wage contract problem 
given the above framework is practically always indeterminate. This is not to 
infer that we have no information as to the range of possibilities for a settlement 


* The author is indebted to Professors Charles A. Myers, Abraham Siegel, and Robert 
Solow for their criticisms of an earlier draft of this paper. Any shortcomings of the analy- 
sis are of course the author’s responsibility. 

1 Since we shall utilize marginal product considerations in our analyses of the above 
three approaches, we shall not consider it here as a separate theory. 

* Or equivalently, the wage rate and the amount of employment. 
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nor under certain additional assumptions that we have no answer to the key 
questions: (a) what will be the wage resulting in the buyer-seller contract?, (b) 
how will the wage be arrived at?, and (c) what will be the factors influencing 
both the contract established and the manner in which it is established? 


I, BILATERAL MONOPOLY 


We employ as the basic tool of our theory a direct adaptation of the Edge- 
worth box diagram. Figure 1 illustrates both management’s and the union’s 
indifference curves (given their ordinal utility functions), each curve representing 
one party’s preferences between total wages (wage bill) and the total amount 
of employment.’ 

The solid and segmented contours are the union’s and management’s indiffer- 
ence curves, respectively. The north-west direction indicates higher levels of 
satisfaction for the union and the south-east direction indicates higher levels 
of satisfaction for management. The origin represents the no contract point. 

A uniform wage rate is represented by the tangent of an upward sloping line 
starting at the origin; the steeper the slope, the higher the wage rate. We have 
somewhat arbitrarily drawn the shape of the union’s curves. Their appearance 
in Figure 1 is the usual shape found in consumer demand theory, i.e., the union 
has a diminishing marginal rate of substitution as between the wage bill and the 
‘negative’ of employment, i.e., leisure.‘ If the union were interested only in maxi- 
mizing the wage rate, its indifference curves would coincide with the wage lines 
through the origin. If the contours are concave from below or if they are parallel 
upward sloping straight lines, then the union prefers to make no contract for 
employment below a certain wage, and above that wage is willing to contract 
for an unlimited amount of labor.® 


3 Note we assume that both a “‘unit of employment’’ as well as its associated wage rate 
are well defined terms; the wage bill = total amount of employment X wage rate. 

4 A case can clearly be made for differently shaped and sloping union indifference curves; 
there is of course no irrefutable reason to suppose that a union’s curves will in general be 
identically patterned after an individual laborer’s curves. We have drawn the union’s con- 
tours as in Figure 1 mainly for the purpose of ease in exposition. See, e.g., J. R. Hicks, 
The Theory of Wages (London: Macmillan Co., 1935), p. 247; J. T. Dunlop, Wage Determina- 
tion Under Trade Unions (New York: Macmillan Co., 1944), p. 231. 

5 It may help the reader to construct the analogy in consumer demand theory for the two 
good cases: assume the consumer has concave to the origin indifference curves and a given 
amount of one commodity. Depending upon the relative barter rate between the two com- 
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Similarly, there are several possible shapes for management’s indifference 
curves, depending upon both monetary and non-monetary considerations. We 
shall find it most convenient to suppose that the sole factor determining the 
shape is the firm’s marginal value product (MVP) function for labor services. 
For example, a horizontal MVP function implies management’s willingness to 
hire an unlimited amount of labor up to a certain wage w = MVP = constant, 
and above that wage to hire a zero amount; hence management’s indifference 
curves in Figure 1 would be a set of parallel straight lines, all of whose slopes 
equal the critical wage rate. Management’s indifference curves as they appear 
in the figure imply a monotonically downward sloping MVP curve for labor 
services. We can define a mathematical function of the MVP relation for labor 
services which will represent management’s indifference function passing through 
the origin.’ The remaining indifference curves for management are vertical 
shifts of the curve passing through the origin, an upward movement yielding a 
less and a downward movement implying a more preferred position. Given any 
wage line, we then determine the point of tangency to some management indif- 
ference curve; we may interpret the tangency condition as an equality between 
the wage rate and the value of the MVP at that level of employment.® 

We call the locus of tangency points of the wage rate lines and management’s 
indifference curves the management-consumption curve. Similarly we call the 
locus of tangency points of the wage rate lines and the union’s indifference curves 
the union-offer curve. Finally we denote the locus of tangency points of manage- 
ment’s and the union’s indifference curves as the contract curve; given a par- 
ticular management (union) indifference curve, we can find a point on it repre- 
senting a tangency condition between this curve and the highest of the union’s 
(management’s) indifference curves which touch management’s (union’s) con- 
tour.® Figure 2 illustrates all the relationships just defined. 

Given a point on the union’s offer curve, the angle of the tangent at that point 
represents the amount by which total wages must be increased to induce an ad- 
ditional amount of employment to be forthcoming; equivalently the angle is thé 
marginal value of the supply curve of the trade union. Hence if management 





modities, the consumer chooses either to keep all of the amount of his original commodity 
or to trade all of it. 

6 Although we could consider a more general MVP curve as in W. Fellner, ‘‘Prices and 
Wages under Bilateral Monopoly,’’ Quarterly Journal of Economics, 1947, LXI, pp. 503-532, 
we would only be unnecessarily complicating the analysis for our purpose. The reader 
might construct management’s indifference curves when the firm’s MVP curve appears as 
in Fellner, p. 508. 

7 The ordinate of management’s indifference curve through the origin at employment 
E, is the definite integral of the MVP curve from 0 employment to £; ; in other words, it 
is the total value product (7VP) of H; labor services. 

8 This conclusion follows directly from the fact that at each FE any management indiffer- 
ence curve is 7'VP plus a constant k, and hence the tangency condition implies an equating 
of the wage rate to the derivative of (TVP + k), viz., MVP. 

®* See T. Scitovsky, Welfare and Competition (Chicago: R. D. Irwin, 1951), p. 417; W. 
Leontief, ‘“The Pure Theory of the Guaranteed Annual Wage Contract,’’ The Journal of 
Political Economy, 1946, LIV, pp. 76-79. 
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were able to set the wage, it would select wy (the wage associated with a line 
from the origin going through point N), since at that point the union’s offer 
curve is tangential to the best of management’s indifference curves touching 
the offer curve. 

Similarly if the union were able to set the wage rate, it would pick wy (the 
wage associated with a line from the origin going through the point M), since 
at that point the union would be equating the increment of total wages re- 
ceived from the marginal unit of employment given and the marginal rate of sub- 
stitution between employment and wages; equivalently, M represents the point 
on management’s consumption curve which maximizes the union’s utility.’ 

Given a wage line which intersects both the offer and the consumption curves, 
the smaller amount of labor will be employed. We might note that for any speci- 
fied level of employment (except at H), there are two levels of wages which will 
cause the same amount of employment to be utilized, one being favorable to 
management and one to labor. At point H, the price line is tangent to a manage- 
ment indifference curve and a labor indifference curve, which in turn, are tangent 
to each other. As is well known, given any point off the contract curve, there 
exists a point on the contract curve such that both parties are better off; on the 
other hand, given any point on the contract curve, it is not possible to make one 
party better off without making the other party worse off. H is the only point 
such that both parties are offering and consuming the amount of labor services 
and total wages they wish and such that it is not possible to find another solution 
in which both parties are better off. If either wy or wy initially prevailed, it 
would still be possible to make both parties better off by another contract 
settling on a point which is on the contract curve. How may such a “better 
point” be achieved? 

Scitovsky"™ suggests that if, say, the wage rate first became wy , at that point 
a second contract would be made for an additional amount of labor, and the 
process would continue until finally some point on the contract curve is reached. 


10 Points M and N are sometimes referred to as Stackelberg equilibrium solutions. 
11 Jbid, p. 418. 
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Fellner” proposes the possibility of the original contract containing an “all-or- 
nothing” clause, i.e., a specification of both the wage rate and the amount of 
employment; assuming that the dominating party is acting optimally, we can 
again conclude that the final Fellner-type agreement is on the contract curve. 
A third approach, which is offered by Leontief," suggests an alternative way of 
looking at the same problem. Consider the union’s making a discriminatory wage 
offer. In other words, instead of the union offering a single wage rate for each 
unit of employment, it suggests a rate which varies at different employment 
levels (Figure 3). 

The slope of the tangent at each point on the discriminatory wage «urve yields 
the wage rate for that “unit” of employment. One can clearly see that the union 
should suggest the adoption of a contract in which prevailed very high wage 
rates for the first few units of employment and monotonically lower rates for 
additional units.“ If management accepts the union’s wage structure proposal, 
the firm will arrive at a contract at point F. No Scitovsky-type recontracting 
need take place nor does the union need an all-or-nothing clause, because F is 
the equilibrium point for management facing the discriminatory wage structure 
illustrated. 

Previous theoretical analyses have recognized a basic indeterminateness in the 
uniform wage rate contract, which, it is usually suggested, would lie between the 
upper and lower limits wy and wy ; Fellner and Leontief have postulated even 
wider limits if an all-or-nothing or discriminatory wage clause is added, but their 
limits depend on a very strong implicit assumption, viz., a neutral valuation of 
the ‘‘no contract’”’ possibility for both parties. Under this assumption, manage- 
ment prefers any contract yielding a positive amount of profits, no matter how 
small, to a contract yielding a zero or negative level of profits. Similarly the 
union prefers a contract which is strictly to the left of its indifference curve 
through the origin even though the outcome may be arbitrarily close to this 
curve. A contract will not take place at any points on each party’s indifference 
curves through the origin or to the right of the union’s or to the left of manage- 
ment’s curves; these regions we call the Unwilling Zones. Thus the range of po- 


12 Fellner, op. cit., p. 512. 

18 Leontief, op. cit., p. 77. 

1 The discriminatory curve must lie entirely above management’s indifference curve 
through F, except at F where it is tangent. 
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tential contracts under a neutral no contract evaluation is bounded by the in- 
difference curves passing through the origin, as is illustrated in Figure 4.% The 
optimal all-or-nothing or discriminatory wage contract for labor would be on the 
contract curve close to B, and for management on the contract curve close to A.'* 

There is evidently a direct relation between the Unwilling Zones determined by 
the indifference curves and the range of wage rates such that a contract will not 
take place. Provided that the “tangent” line (taken from the left) of the union’s 
indifference curve through the origin at that point is not horizontal, there will 
be a finite range of relatively low wages such that the union will prefer no contract 
at all rather than one at a wage rate within this finite interval. Similarly, pro- 
vided that the tangent line of management’s indifference curve through the 
origin at that point is not vertical, there will be a finite range of relatively high 
wages such that management will prefer no contract to one at a wage rate within 
this finite range. The latter conditions are analogous to “corner tangencies”’ 
occurring in ordinary consumer indifference maps. 

It is interesting to note two conclusions which are evident from Figure 2. 
First it is obviously to both parties’ advantage to settle on a contract, for the no 
contract point (i.e., the origin) is not on the contract curve. Secondly, in the 


18 Because of the particular shape of the indifference contours in Figures 1 and 2, there 
exist regions in which contracts will not take place. If the indifference curves were dif- 
ferently shaped there might not be an area of unwillingness. For example, if the union’s 
indifference curves indicated only a preference to maximize a uniform wage rate, then the 
horizontal axis (a line), where w = 0, contains the entire locus of points at which the union 
would be unwilling to make a contract. 

16 There is a semantic difficulty which we face in using the term “‘contract curve.” The 
contract curve is defined simply as a locus of tangencies. This definition does not carry with 
it the implication that every point on the contract curve is an a priori candidate for an 
actual contract. Indeed as Figure 4 demonstrates, there may be whole zones encompassing 
segments of the contract curve which represent situations that in actuality would never 
take place. Since the points A and B in Figure 4 are contained in these zones, the relevant 
segment of the contract curve is “‘open’’ at both ends. Thus there does not exist a best 
all-or-nothing or discriminatory wage contract point for either labor or management. One 
may of course eliminate the formal mathematical difficulty of no unique optimum for each 
party by altering our neutral valuation assumption to include a desire to make contracts 
on as well as within the boundaries of the indifference curves passing through the origin. 
See Leontief, op. cit., p. 77. 
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process of bargaining, management, say, may initially offer a very low wage, 
which if accepted would result in a contract below N; as negotiations ensue, 
management, in a purported effort to “compromise,” may suggest a higher 
wage Swy , resulting in both the union’s and management’s being better off. 
Analogously, the union has the same possible strategy using an initial wage rate 
offer above wy . 

We shall now drop the assumption of neutral valuation of a no contract situa- 
tion. Suppose management, say, considers a strike or lockout position as re- 
sulting in a specific net monetary loss.” In this case, under purely static assump- 
tions, management would be willing to pay a wage bill resulting in a direct loss 
up to an amount equal to the expected loss resulting from a lockout. Such a 
valuation enlarges the contract possibilities, because management’s selection of 
the no contract indifference curve is above the one passing through the origin by 
a vertical distance equal to the expected loss from a lockout. Management would 
make a contract for any wage short of an infinite one, although if the wage were 
very high, it would find it advantageous to purchase as few labor services as 
possible. 

Similarly if the union viewed a strike as a net loss, it would be willing to accept 
a contract within a finite range to the right of its indifference curve passing 
through the origin. The union would be willing to settle on a contract at any 
strictly positive wage rate, no matter how low, although if the wage were very 
low, the union would find it to its advantage to supply an arbitrarily small 
amount of labor. In any event a no contract situation would be non optimal. 

Negative valuations have little effect on the range of the final uniform wage 
contract since rates between wy and wy still seem optimal; such valuations seem 
to take on importance mainly when all-or-nothing ultimatums are possible, 
since the potential points on the contract curve increase in an unfavorable direc- 
tion for each party placing a negative valuation on a no contract point. One 
effect of a negative valuation, which will be discussed below in our treatment 
of the theory of games, may be its influence upon the wage actually determined 
within the range wy to wy . ' 

We may define a positive valuation of a no contrac} situation as the estimation 
on the part of the union that the wage if a dispute 'arises will finally be settled 
not below some given wage, or on the part of management that if a dispute 
arises the wage will finally be settled not above some given wage. Each party 
then has a point on his own offer or consumption curve below which he believes 
he need never go. We call the indifference curve through each of these points the 
critical or minimal indifference curves. The area in which a contract may be made 
is determined by the critical indifference curves for each party. Clearly it is op- 
timal for a strike or lockout to occur only if each party’s critical indifference 
curve does not touch or intersect the other party’s corresponding critical curve. 
Strictly speaking, we should realize that when a strike or lockout appears opti- 
mal, neither party is “at fault’”’ for presumably either one could have selected a 


17 That is, a net loss which, if it occurs, is a fixed “cost”? over the period during which 
the contract is to extend. 
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lower minimal indifference contour. If one wishes to introduce ethical standards 
in establishing the cause of a no contract result, one might presumably be in- 
terested in which party (or parties) has a positive or negative valuation of the 
no contract situation. 

Up to now we have discussed the conditions under which a contract will take 
place, the indeterminacy of the actual contract in the area of potential settle- 
ments, the relevant range of wage rates within which the contract will be made, 
and the determination of the most favorable contract from each party’s point 
of view. We should be aware that our analysis has been based on the assumption 
that each party has full knowledge of the other party’s reaction to any given 
wage rate. This assumption is truly basic in a theory of bargaining; for when each 
party is ignorant of his opponent’s reaction to a given wage, he cannot estimate 
a best course of action to take, even if he alone has sole power to set the wage." 
We can readily appreciate the necessity for assuming some information about 
the opponent’s reaction by referring to Figure 2, where wy and wy are determin- 
able only if both parties have a knowledge of the other’s reaction curve. When 
risk evaluation considerations are introduced by an assumption of “imperfect 
knowledge.”’ we do not mean that each party no longer is able to estimate with 
some degree of accuracy the offer or consumption curves. It is the imperfect 
knowledge of not knowing what strategy one’s opponent will adopt which is at 
the heart of the uncertainty problem. 


II. RISK EVALUATION 


The risk evaluation approach to a “solution” of the bargaining problem has 
been been most notably expounded by Zeuthen, Pen, and recently Harsanyi.’® 
We shall find it useful to develop our own risk evaluation notation before ex- 
amining the analyses of the above authors. We let U” and U™ denote the union’s 
and management’s utility functions, respectively. We extend the notion of a U 
function, as defined in section I, to now include randomized events as well as 
certainty events. For example, U(X, Y; 1 — p, p) is defined as the ordinal value 
of the utility function for the composite event of X occurring with probability 
1 — p, and Y occurring with probability p, where X and Y are mutually exclusive 
and completely exhaustive events. Our further assumptions about U are (a) 


18 At best we can say that if each party is perfectly ignorant of the other party’s reaction 
curve (i.e., offer or consumption curve), contracts will be proposed, discussed, but not 
accepted until at least one of the following occurs: (a) each party discovers his opponent’s 
reaction curve and realizes the inherent ez ante indeterminacy of the situation, (b) the point 
H is reached and each party is willing to keep the contract, feeling that since at the pre- 
vailing wage the total amount of labor supplied is the same as the total amount of labor 
demanded, this ‘“‘should”’ be the solution, or (c) the negotiators get tired of bargaining and 
settle on some arbitrary wage rate. 

19 F, Zeuthen, Problems of Monopoly and Economic Warfare (London: Routledge & Sons, 
1930); J. Pen, ‘‘A General Theory of Bargaining,” American Economic Review, 1952, LXII, 
pp. 24-42; J. C. Harsanyi, ‘“‘Approaches to the Bargaining Problem Before and After the 
Theory of Games: A Critical Discussion of Zeuthen’s, Hicks’, and Nash’s Theories,’’ Econo- 
metrica, XXIV, 1956, pp. 144-157. 
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given two composite events E, and E;, either U(E;) > U(E:), U(E;) = U(E:), 
U(E;) < U(E:), implying preference, indifference, or dislike between E, versus 
Ez, (b) U is transitive, (c) given any composite events FE, , E;, and E;, such that 
U(E.) S U(E,) S U(E;), then there exists a probability p* such that U(E;) = 
U(E: ’ Es ;3= p*, p*)” 

We know from our previous analysis that there exists a wage w; such that 
U"(w; 1) = U*(C; 1) for all wages w S w;, where C stands for the outcome of a 
conflict (no contract). Similarly, there exists a wage w; such that U“(w; 1) = 
U™(C; 1) for all wages w = w;. We are assuming that the values for U for 
certainty events are based on the utility of the final outcome—the amount of 
employment and wage bill—resulting from the establishment of a particular 
wage w. Then we know that U” reaches a constrained maximum at wy and U“ 
reaches a constrained maximum at wy, provided that U"(wy ; 1) > U*(C; 1) 
and U™(wy ; 1) > U™(C; 1). Finally we know that U"(w; 1) = U*(C; 1) for 
w = w;, and U“(w; 1) = U*(C; 1) for w S w;, since wage rates within these 
ranges result in a conflict.” 

Although the theory of games approach usually contains sufficient assumptions 
to permit linear operations on the utility functions,” we need not postulate the 
extra restriction at this stage of our analysis. 

Consider the state in the bargaining process where management has made an 
offer w* S wy and the union has made a counter offer w** = wy . Zeuthen has 
suggested in effect the following: management determines p* such that 
U™(w**; 1) = U“(w*, C; 1 — p*, p*), and similarly the union determines p** 
such that U"(w*; 1) = U"(w**, C; 1 — p**, p**). Thus it is proposed that each 
party, contemplating a composite event which combines the possibility of ob- 
taining its offer versus the possibility of a no contract situation, determines the 
probability mixture in the composite event which results in its being indifferent 
as between that event and the certainty alternative of accepting the opponent’s 
offer. 

Assuming each party has full information about the other party’s utility 
function, Zeuthen reasons that since each p indicates the “willingness of a con- 
flict,” the party with the lowest p has more to lose from a conflict and should 
back down from his offer; if p* = p**, but w* ~ w**, then either one or both 
parties should back down, for otherwise a conflict results which is harmful to 
both parties. 

We shall criticize Zeuthen’s analysis by an exposition of the economic “game”’ 


20 When we come to the theory of games approach, we also need to make use of a further 
assumption (d) if for two composite events #; and Z., U(E:) = U(#:), then given some 
composite event #; and any probability p, U(Ei , H:;1— p, p) = U(E:, Ex ;1— p, p), 
(the strong independence property). See P. A. Samuelson, ‘‘Probability, Utility, and the 
Independence Axiom,” Econometrica, XX, 1952, pp. 670-678. 

*1 The reader may have noted that we are now considering utility functions in which 
the wage rate appears explicitly as an argument. But as before, the utility function in- 
herently depends upon the outcome of a wage rate w which is either insisted upon or agreed 
to. 

*2 See footnote 20. 
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X: We postulate that it is impossible for management (union) to declare strategy I and 
the union (management) to simultaneously declare strategies I or III; if management 
(union) declares strategy I, the union (management) announces strategy II, and a contract 
is made at wage w** (w*). 


which both parties are assumed as playing, and by a discussion of what their 
optimal strategies should be. Figure 5 portrays each party’s evaluation of the 
situs'ion at a particular stage in the bargaining, where each party is considering 
the vuccomes after it declares its intentions.” 

A wage w; represents the outcome at the end of the bargaining and presumably 
depends on the path of negotiations which is taken. The outcome C occurs if 
both parties decide not to make another offer or to accept a previous one. 

It is clear from an examination of management’s (labor’s) utility function that 
if w* < w**, management (labor) III is always at least as good as management 
(labor) I and usually is better. Therefore it does not seem pertinent for each 
party to consider either the acceptance of the opponent’s offer, or a composite 
event in which the opponent is supposed to be randomizing between the party’s 
own offer and a conflict. It is true that if the union (management) were to play 
strategy I with probability 1 — p* (1 -- p**) and strategy II with probability 
p* (p**), then management (union) would be indifferent as between choosing 
its own strategy I or II. But as we have indicated, the union (management) 
will not consider strategy I. Thus the only justification for a calculation and 
comparison of p* and p** is that such a procedure leads to a sensible selection 
of a strategy. 

Zeuthen’s reasoning is that if, for example, the union plays its strategy II 
with a probability p’ < p*, management should choose its own strategy II; 
but the conclusion is not generally valid. If the union has made a firm commit- 
ment as to the strategy it will use, and 1, is sufficiently high, then it is possible 


23 The reader should distinguish between our version of Zeuthen’s game situation and a 
game as we shall define it in the next section. Here we do not assume both players first make 
their choice of strategies, and then simultaneously announce them. Also we presently allow 
a party to change its initially announced strategy after hearing its opponent’s but before 
the final outcome has occurred. 

Zeuthen in his formulation further considers the situation where there is a lack of com- 
plete knowledge about the opponent’s utility function. Also he makes use of a cardinal 
utility function, which at this point we find is not necessary to assume. We return to a 
discussion of the latter assumption below in our analysis of Harsanyi’s contribution. 
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for U™ (w**;1) > U“(w; ,C;1 — p’, p’). In other words, if the union randomizes 
between its strategies II and III, playing II with probability p’, management IT 
may turn out not to be a good strategy. On the other hand, if management has 
the opportunity of influencing the union’s plans by the selection of its own strat- 
egy, then although p’ > p* before management announces its intentions, manage- 
ment might benefit by selecting strategy II, attempting to convince the union 
that the offer is an ultimatum, and finding that the union pays heed to its im- 
mediate self-interest by switching to strategy III. What is more, if either party 
can be convincing that it will choose strategy II for the remainder of the negotia- 
tions, the defensive party would be better off in the immediate situation to sub- 
mit rather than incur a conflict. Thus we see that a comparison of p’ and p* 
is not meaningful without further postulating about the finality of a declared 
strategy; the party first declaring an ultimatum is assured of being better off, 
provided that he can rely on his opponent bowing to present self-interest. The last 
qualifying phrase gives us the key to why priority per se in making an ultimatum 
does not yield the solution to the bargaining problem: an opponent may refuse to 
accept an ultimatum, even though in so doing he hurts himself, because con- 
comitantly he is able to penalize his opponent for being stubborn. In the long 
run of bargaining situations, such a short run self-penalizing strategy may be 
optimal. 

In concluding our criticism of Zeuthen’s argument, we note that just as p* 
does not reflect management’s willingness to choose strategy II, p** does not 
yield information about p’. Hence a comparison of p* and p** seems irrelevant 
for the purpose of selecting a good strategy. 

It might occur to us to make calculations with composite events containing 
strategies II and III with a view toward revising Zeuthen’s approach. But 
unless additional assumptions are made as to the entire bargaining process, we 
see immediately that the quantities w; are unknowable until the end, and al- 
though we have certain bounds for w; , this information is not sufficient to cal- 
culate composite indifference relations. 

Pen, elaborating on Zeuthen’s analysis, not only considers the parties’ making 
irrelevant probability calculations, but also postulates that they consider the 
composite events containing wy and C for the union, and wy and C for manage- 
ment, rather than w** and C, and w* and C, respectively. For reasons analogous 
to those offered in criticism of Zeuthen’s thesis, we believe that these calculations 
are truly not pertinent. 


Ill. THEORY OF GAMES 


We are now at the point in our analysis where we realize we can place certain 
limits on the contracts possible and that we suspect there may be some bargain- 
ing strategies for each party which will necessarily result in a determinate solu- 
tion. We shall make use of the theory of games to sharpen our notions as to the 
contract zone as well as to the possible equilibrium contracts. Finally we shall 


* Our argument parallels that of T. C. Schelling, “‘An Essay on Bargaining,’? American 
Economic Review, 1956, XLVI, pp. 281-306. 











Ve Pe @ 








. UNIFIED TREATMENT OF BARGAINING THEORY 391 


Table of Outcomes 














Management 
Union 
Accept V ¢ conflict Accept a offer 
Accept M or conflict I C M 
Accept any offer II N H 





Fie. 6 


discuss the possibility of deriving a unique “fair” solution to the bargaining 
problem by utilizing the theory of games approach. 

Let us examine the notion of the non-cooperative game which was developed 
by Nash.?5 Formally a non-cooperative game assumes a conflict situation in 
which both opponents have no means of direct communication, collaboration, or 
coalition. Although on the surface such a game appears to be irrelevant for union- 
management bargaining situations, its application is valuable in that the non- 
cooperative game yields what each party can at least be assured of regardless of 
his opponent’s strategy. 

The wage negotiation game in mathematical language is “non-zero sum,” 
since under any contract the loss which accrues to management, say, is not 
necessarily equal to the gain accruing to the union. We now assume that the 
property in footnote 20 holds in addition to those we have previously postulated. 
Although the model which we have been considering (Figure 2) allows for a con- 
tinuum of possible wage contracts and strategies, we can obtain the results we 
desire from considering a non-cooperative game in which each player (manage- 
ment and the union) has only two strategies (Figure 6). 

We conceive of the non-cooperative game as each party’s deciding upon a 
strategy, then informing an “umpire” (an arbitrator or an enforcement agent) 
of the choice, and the umpire in turn informing each player of the outcome, pic- 
tured in Figure 6; although we generally admit composite strategies (i.e., proba- 
bility mixtures of “‘pure” strategies), in the examples to follow a consideration of 
randomizing is not necessary. We have arbitrarily decided that for our analysis 
when both parties choose their strategy II, H will be the outcome. Let us first 
study the game in which each party has either a neutral or a negative valuation 
of the no contract outcome C. Then the payoff tables for each party might 
appear as in Figure 7. The actual numbers in Figure 7 are arbitrary. 

Consider the following pairs of strategies: union I—management II, or union 
II—management I. We say that each of these strategies represents an equilib- 
rium pair, for in the first pair, had the union been informed that management was 
going to choose strategy II, the union would have still chosen strategy I, and 
vice versa; a similar stability phenomenon holds for the second pair. On the 
other hand, any other pair of pure strategies does not exhibit stability. Consider 


25 J. Nash, ‘‘“Non-Cooperative Games,’”’ Annals of Mathematics, 1951, 54, pp. 286-295. 
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union I—management I; as soon as either party has knowledge of the other’s 
choice, he is induced to change his strategy. Nash has proven that there always 
exists at least one pair of equilibrium strategies,?* and we have seen that there 
may be more than one pair.” Furthermore, some equilibrium pairs are better 
than others for a given player, and some pairs may be strictly worse than others 
for both players.” 

An important result of the non-cooperative game situation (i.e., one for which 
there is no agreement as to the level of employment, but only as to the wage rate) 
is that the union can always guarantee itself U’(N) and management can always 
guarantee itself U“(M) by the choice of strategy II. In other words, either party 
can give in to his opponent’s best overall wage rate. Hence for this situation we 
can further narrow the range of possible contracts to those in the area bounded 
by union’s indifference curve through N and management’s indifference curve 
through M. 

If, say, management has a large negative valuation of a lockout (because of 2 
resultant substantial real economic loss), whereas the union does not (Figure 8), 
then we gain some insight into the factors deciding which equilibrium pair of 
strategies might result. It seems likely that the pair union I—management II 
will be chosen, for the union by a threat to choose strategy I appears to be able 


26 In general situations, an equilibrium strategy might involve a randomizing between 
several pure strategies. 

*7 The reader may wonder why the outcome Z is not an equilibrium point. This is so 
because of the particularly simple game we have set up; if, for example, we had given to 
each player an additional strategy III ‘‘Accept H or conflict,’”’ then union III-management 
III would also turn out to be an equilibrium pair. 

%8 See A. Henderson, ‘““‘The Theory of Duopoly,”’ Quarterly Journal of Economics, 1954, 
LXVIII, pp. 565-584. 
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to force management to select strategy II. Whereas the union can afford the 
selection of I if management chooses I, management has relatively more to lose 
in this situation. 

We recall that a strike or lockout may seem desirable if both parties have a 
positive valuation of a non contract situation (Figure 9). We easily determine 
that the only equilibrium pair of strategies is union I—management I, resulting 
in no contract. Even if the ordinal utilities along the main diagonal are inter- 
changed, a no contract situation arises. Were an agreement possible between 
management and the union in this latter case, such that they both would choose 
strategy II, then each party would be better off. We are thus led to the con- 
sideration of cooperative games. 

In a cooperative game we allow both the union and management to attempt 
an agreement on what appears to be a mutually beneficial contract. From our 
analysis above, we know that the cooperative contract should guarantee that 
each player does at least as well as when no cooperation takes place. The mere 
permission to coalesce is still not strong enough to determine a unique solution 
in the mutual bargaining situation, but we can attempt to find a unique solution 
if we consider an umpire or arbitrator making a decision according to a set of 
presumably reasonable and fair rules. Nash, Raiffa, and Braithwaite”® have each 
advanced sets of rules, and we should realize that there does not exist a unique 
collection of “reasonable and fair” rules; hence different theorists have come 
to different conclusions as to the particular solution of a bargaining problem. 
For an understanding of the techniques such theorists use, we merely need to 
expound Nash’s reasoning and postulates: 

Wre desire that our solution not only should be unique, but also should have 
the following properties: (a) there exists no alternative contract such that one 
party can be better off without making his opponent worse off, (b) the solution 
does not change if we apply positive linear transformations to either or both of 
the utility functions, where we define such a transformation on U(X) to be 
U’(X) = aU(X) + b, a > 0 (X may be a composite event), (c) if we are given 


29 J. Nash, ‘‘Two-Person Cooperative Games,’’ Econometrica, 1953, 21, pp. 128-140; 
H. Raiffa, ‘‘Arbitration Schemes for Generalized Two-Person Games,’’ Contributions to the 
Theory of Games, II, Annals of Mathematics Study No. 28 (Princeton: Princeton University 
Press, 1953), pp. 361-387; R. B. Braithwaite, Theory of Games as a Tool for the Moral Philoso- 
pher (Cambridge: Cambridge University Press, 1955). 
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a certain set of possible contracts from which we determine a solution, then any 
subset of these possible contracts containing the original solution must also 
have this contract as its solution, and finally, (d) if for each possible contract X, 
where U*(X) = a and U“(X) = b, there exists a contract Y where U"(Y) = b 
and U“(Y) = a, then our solution Z must satisfy U’(Z) = U“(Z) = k. The 
first requirement seems natural from our usual discussion of Pareto optimum 
points; our second requirement seems minimal since we are only postulating an 
ordinal utility function. The last two assumptions are far from trivial. One 
implies that the removal of “irrelevant” contracts should not change the previ- 
ous solution,®® and the other introduces a notion of fairness, or equivalently, 
the removing of any personal biases in the result of arbitration other than those 
which are inherent in the utility functions.” 

To construct the Nash solution, we determine a two dimensional figure repre- 
senting each party’s utility for every possible contract. We ascertain the range 
of possible contracts by a consideration of the non-cooperative game. Specifically, 
as we concluded in the case of the neutral no contract valuations, the range of 
possible contracts falls between labor’s indifference curve through N and man- 
agement’s indifference curve through **. vhich ‘atersect the contract curve at 
points D and C, respectively (Figure 2; ‘iiuie two dimensional utility figure 
appears in Figure 10, where we have made a transformation of each utility 
function such that U"(N) = U™“(M) = 0, and where the point C and D cor- 
respond to the same lettered points in Figure 2. The possible contracts of in- 
terest are on the upper outer boundary of the utility figure, and, provided the 
boundary does not contain any composite events,” there is a one-to-one cor- 
respondence of points on this locus and the points on the old contract curve 
between C and D; we shall therefore also call this locus the contract curve. Our 
solution is that point S on the contract curve which is tangent to the highest 
curve in the set of rectangular hyperbolas intersecting the contract curve; or 


3° On the surface this postulate seems reasonable. We shall consider an illustration which 
is intended to throw some doubt on the “‘fairness’’ of the assumption: Suppose two parties, 
appealing to an arbitrator, are arguing over a settlement in the range $50 to $100. The ar- 
bitrator, acting fairly and having the knowledge of both parties’ utility functions, makes 
an $80 judgement. Suppose that the arbitrator is later faced with the identically same 
situation, with the only exception that the range for settlement has changed to $50 to $80. 
Would or should he in fairness make the identical $80 judgement, as the postulate requires? 
This whole question is related to the theory of games problem of finding an ‘‘optimal” 
strategy which while satisfying other nice properties is not affected by the introduction or 
disappearance of inadmissible strategies. See, e.g., H. Chernoff, ‘Rational Selection of 
Decision Functions,’’ Econometrica, 1954, 22, pp. 422-443. 

3%! Nash includes two other axioms in his system, but we shall not state them here since 
they tend to be of a strictly mathematical nature and do not have a direct influence upon 
our analysis. 

%2 It is possible that the contract curve from Figure 2 might produce a contract curve 
which is non convex from above in Figure 10. But we have permitted an assumption which 
definitely establishes convexity, viz., that we include in the range of possible contracts 
those which can be formed by a randomization of any two contracts in Figure 2. 
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equivalently, S is that point which maximizes U’(X)U™“(X)." The reader can 
verify that properties (a) and (b) above are satisfied by a point constructed in 
this manner. To prove that this point is indeed the solution, we make positive 
linear transformations on U" an U™ such that at the tangency point S, V”(S) = 
V“(S) = 1, where V” and V™ are the transformed utility functions. Using the 
utility figure defined by the V functions, we draw a square which completely 
encloses the utility figure and whose upper right hand side is tangent to the con- 
tract curve at S and is bisected at the point S (Figure 11). This large square 
sopresents a hypothetical range of possible situations, and by conditions (a) 
and (d) above, the point S is the solution to this set.* Hence by condition (c), S 
is also the solution to the original range of contracts. 

We should recognize that the actual solution which we derive depends upon 
two important factors: first, we know each party’s ordinal utility function; 
hence, secondly, we can determine each party’s minimal level of utility that it 
can assure itself. In some cases this minimum may be determined by a positive 
valuation of the no contract situation for either or both of the parties, rather 
than by a consideration of the offer and consumption curves alone. 

We argued in section II that without further assumptions, each party may not 

33 H in Figure 2 will correspond to S only in the unlikely case that U4(X)U™(X) is maxi- 
mized exactly at H. Otherwise, H will iie to the left or right of S on the contract curve 
depending upon whether U™(H) > U™(S) or U“(H) > U¥(S), respectively. 

*% The reader might note the artificiality of this construction. What we are contem- 
plating is the solution to some purely hypothetical situation which might or might not 
occur in reality. We then use the solution of this conjectured situation in our analysis of 
the problem at hand. See footnote 30. 
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find Zeuthen’s strategy either reasonable or optimal. In this section we found 
that a unique solution to the bargaining problem in game theoretic terms can 
only be realized by our imposing a certain set of “fair rules.” Harsanyi*® has 
attempted to show that if we assume in the risk evaluation approach that each 
party’s utility function obeys those postulates presumed in the theory of games, 
and furthermore if we require the parties obey Zeuthen’s strategies as rules, then 
these rules, if carefully defined, would also lead to Nash’s solution. 

Harsanyi’s analysis is not strictly correct. He follows Zeuthen in assuming 
that p* and p** (defined in section II) are computed with C in the utility func- 
tions. He then states that U(C) = 0 for both parties and goes on to show an 
equivalence between both sets of rules. But the Nash solution does not neces- 
sarily assume that U(C) = 0 for both parties, and in fact, as we have reasoned 
under a neutral valuation of the no contract situation, U"(N) = U“(M) = Oin 
the Nash construction. The equivalence proof rests on the proviso that p* and 
p** are computed in a composite event comparing the possibility of the party’s 
own proposal being accepted and the possibility of an event yielding a zero value 
for the utility function. 

Reflection will convince one that the latter proviso is not trivial, and indeed 
we are doubtful whether Zeuthen-type reasoning is logically consistent with 
Nash-type reasoning. The Nash solution is fundamentally based on what either 
party can secure for itself without mutual cooperation. If a non-cooperative 
situation occurs, we have shown that the minimal utility each party can expect 
is taken on at his opponent’s Stackelberg equilibrium point (see footnote 10). 
We find it difficult to pay heed to the spirit of Zeuthen’s reasoning and at the 
same time insert this point for C in Zeuthen’s formula. In a “step by step” 
negotiation game, such as Zeuthen depicts, the utility which each party can at 
least assure itself is better than that for either C or the Stackelberg point, viz., 
it is the utility for the opponent’s last offer. Substituting this wage in the Zeuthen 
composite event formulas results trivially in p = 1, implying that both parties 
will always give in until they converge upon the same wage. Unless we can 
justify the Nash non-cooperative point substitution, the manipulations below 
do not support a proof of general equivalence between the two sets of rules.** 

In any event, although Harsanyi is encouraged that both sets of rules can 
potentially lead to the same solution, we wish to stress that caution must be 
taken not to confuse the distinction between what an individual party would be 
inclined to do in his own self-interest, and what we might feel both parties should 
do in the light of fairness. 


*6 Harsanyi, op. cit., pp. 147-149. 

86 The proof is as follows: the theory of games axioms allow us to write Zeuthen’s formu- 
las as UM(w**) = (1 — p*)U™(w*) + p*U™(X) and U4(w*) = (1 — p**)U*(w**) + 
p**U4(Y), where U™(X) = U“(Y) = 0. We can then express the first and second relations 
as functions of p* and p**, respectively. If p* < p**, algebraic manipulation will yield 
U*™ (w**)U2(w**) > U™(w*)U4(w*). By the Nash rule, w* is not the solution. By the 
Zeuthen rule, management should make a new offer w > w* so as to eliminate the inequality. 
Parallel reasoning follows for p* > p**. If p* = p**, but w* ¥ w**, then by the Nash rule it 
can be shown that there exists a w such that U™(w)U“(w) is greater than U™ (w**)U“(w**) 
= U™(w*)U4(w*), and by the Zeuthen rule, both parties should yield. 
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IV. SUMMARY 


In retrospect, we have investigated a number of properties existing in a 
bargaining situation not only by drawing upon the usual analysis of bilateral 
monopoly, but also by relating the approaches of risk evaluation and theory of 
games. We have affirmed that the bargaining contract remains indeterminate 
unless we introduce some sort of arbitration or behavioral procedure based upon 
a given set of rules. If the contract is to be determined by bargaining alone, we 
have noticed that the range of possible contracts is restricted to those yielding 
at least each party’s non-cooperative attainable utility. Lastly we have illus- 
trated that there will be a certain set of strategies that lead to a termination of 
bargaining and have given some indication as to which of these possible equilib- 
rium situations may actually result. Although we have made many simplifying 
assumptions, we are still able to exhibit the main problems existing in a bargain- 
ing situation. We are not inclined to believe that the introduction of more 
realistic assumptions will remove the ex ante indeterminacy. 











AN INTEGRATED APPROACH TO THE TRANSPORTA- 
TION PROBLEM 
LEE J. MELTON, JR. 
Louisiana State University 


The growth of the transportation industry and the rapid and varied innova- 
tions in the various transport media have been one of the significant economic 
developments in the twentieth century. As the structure of the industry has 
changed, it has been necessary to revaluate the governmental controls applied 
and to examine carefully the economic aspects and competitive relationships of 
the several forms of transport. Much of the literature in recent years has been 
devoted to the transportation problem. Everyone agrees that there is a problem, 
but perhaps all would not agree as to its exact nature. Several years ago, in a 
study of the Motor Carrier Act, the author wrote that certain proposed revisions 
would not solve the primary transportation problem, “which is the uncoordi- 
nated and excessively competitive operations of transport agencies subject to 
diversified regulatory acts, different commissions, and unrelated promotional 
policies. Until such time as a coordinated transportation system is organized to 
function under integrated regulation, revisions ... will serve primarily as pal- 
liatives.” His thoughts on the problem and on the attempts to revitalize regu- 
latory policy have remained basically unchanged. 


I 


Several solutions for the transportation regulatory problem within the private 
ownership sphere have been put forth in recent years. The economic difficulties 
are, evidently, expected to work themselves out if the proper regulatory climate 
and policy are achieved. 

Solutions usually revolve around four proposals, or combinations of these 
proposals. These are (1) consolidation of administration under one regulatory 
body, (2) the merger of regulatory and promotional activity, (3) uniformity of 
regulation for all transport agencies, and (4) a selective overhaul of the existing 
pattern with a view to placing greater emphasis on competition and less on con- 
trol. This latter view is probably best exemplified by the Cabinet Committee’s 
report.” 

In spite of the differences in these approaches, all have one characteristic in 
common. They assume that the solution will be found within the existing frame- 
work of interagency competition under some degree of regulatory control. 


*Lee J. Melton, Jr., A Re-examination of Contract Carrier Regulation and Exempt Pro- 
visions of the Motor Carrier Act of 1986 and Their Impact on Common Carriers, Dissertation, 
Louisiana State Unversity, 1953, p. ix. 

* Revision of Federal Transportaton Policy, A Report to the President, prepared by the 
Presidential Advisory Committee on Transport Policy and Organization (Washington, D. C., 
April 1955). 
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Competition does offer many apparent advantages to our transportation sys- 
tem. Most of us are dedicated to a competitive economy. We look with favor 
upon developments that strengthen the competitive concept and with disfavor 
upon those which tend to weaken it. Interagency competition, therefore, fits our 
basic economic philosophy. 

The various means of transport have progressed rapidly in technological in- 
novations. Much of this can be attributed to the competitive struggle between 
water, rail, motor, and air carriers. The question logically arises, “Would change 
have come as quickly if the competitive element had been absent?” 

It is further asserted that better service has been instituted and that lower 
rates have resulted from the competitive relationships of the several forms of 
transportation. Certainly pickup and delivery practices of rail carriers have 
been stimulated by competition from motor carriers, to name one example. Also, 
there is no denying that commodities and communities which have a number of 
transportation alternatives usually enjoy lower rates than those where competi- 
tion is absent. 

Nevertheless, this writer proposes that no adequate solution will be found 
within the competitive framework. The agency approach to transport regulation, 
where the several modes of transport are considered as separate entities, no 
longer suffices to cope with current situations. Of the questions faced by federal 
and state regulatory bodies—not to mention the carriers themselves—probably 
the most pressing is that of competition between the different forms of transpor- 
tation, each with specific characteristics which give certain cost and service ad- 
vantages or disadvantages in relation to the others, as well as overlapping fea- 
tures which make advantages and disadvantages less pronounced. Speed and 
quality of service are of competitive import, but the major impact must come 
from the pricing—in this instance, the rate-making. Not only is the rate-making 
function complicated by the existence of more than one mode of transportation, 
it is further complicated by the existence of more than one class of carriage 
within each of the technical forms except rail. For example, motor carriers of a 
for-hire nature may be classified as common, contract, or exempt, depending 
upon various economic and political considei ations. 

Because of the American dislike for regulatory activity, the greater part of 
the legislation affecting transportation is not the result of careful, long-range 
planning, but, rather, a hodge-podge creation based on expediency and custom. 
Unfortunately, once custom becomes accepted, it takes on an aura of finality and 
revision and repeal become exceedingly difficult. 

The railroads were the first segment of our modern transportation system to 
feel the impact of regulatory action. At that time, the rails were virtually the 
only effective and economic means of large scale movement of goods. All the 
essentials of the public utility were there. It soon became appareni that competi- 
tion between rail firms, because of the nature of the enterprise, would not suffice 
as a regulator of rates and service. Both the early state and federal regulation 
had one aspect in common: the regulation was largely of a prohibitive nature 
and, in so far as rates were concerned, was largely designed to prevent excessive 
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and discriminatory charges. As the federal act was amended by subsequent 
legislation, the regulation of rail carriers took on a more positive aspect. The 
Interstate Commerce Commission acquired rather extensive authority to con- 
trol, prohibit, ai. require railway action. Looking back, the task was not unduly 
difficult. Most of the troubles were brought about by lack of experience on the 
part of the Commission and the absence of the necessary cooperation by the 
carriers. In retrospect, the task of the Commission seemed easier than today 
because it dealt with a homogeneous subject matter. The questions that arose 
were limited to rail operations with only a smattering of water-rail competitive 
situations. 

Today, the subject matter is extremely complex. Well developed common car- 
rier networks in the rail, water, motor, and air transport fields offer service to 
all points in the nation. In addition, there is extensive use of contract, exempt, 
and private water and motor carriage, as well as specialized areas of air trans- 
port. The days of the rail monopoly are long gone. All of this has given rise to 
a multimedia competitive structure in transportation with which existing regu- 
latory bodies find it increasingly difficult to cope. Of these many problems, none 
presents more difficulty of solution than that of the interagency rate relation- 
ships. 

The Commission’s authority over rate making has steadily evolved until it 
is well nigh absolute. The Commission may prescribe the maximum, the mini- 
mum, or the exact rate. From the standpoint of current competitive relation- 
ships, the power to control minimum rates is the basic ingredient. When author- 
ity over minimum rates was acquired under the Transportation Act of 1920, only 
rail carriers were concerned. The minimum rate power was exercised primarily 
to prevent ioss of revenues by carriers, to preserve existing rate structures, and 
to compel increases in intrastate rates which burdened interstate freight. More 
important now, because of the increased coverage of the Interstate Commerce 
Act and the well-developed state of additional modes of transport, is the preven- 
tion of destructive competition and the preservation of all forms of transporta- 
tion in accordance with Congressional policy. 


It 


Somewhat in opposition to Commission regulation of rates is the matter of 
managerial prerogatives. Two aspects of this problem present themselves here. 
The first relates to what might be called the natural zone of reasonableness, 
whose upper limit is set by the highest rate which can be charged without de- 
stroying or diverting the traffic and whose lower limit is the point below which 
the carrier would incur costs in excess of revenue on each unit of the traffic car- 
ried. Will carrier management, if unregulated, select a more economically and 
socially desirable rate than under the present setup? In other words, is there 
sufficient competition in the transportation industry to depend upon the work- 
ings of the market place to establish rates and fares in such a way that each 
mode of transport will be relegated to its proper sphere of activity? Competitive 
rates must, to be effective, be related to the cost of producing the service, and 
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determination of the cost of transporting various items—when the transporta- 
tion of such item is only one of several hundred different services that can be 
produced simultaneously by a given plant—is virtually impossible. In spite of 
the many factors considered in rate-making, such as value, density, vulnera- 
bility to damage, and the like, the most important one is probably comparison. 
This means that rates are justified by virtue of their relationship to other rates. 
But what of the rate selected for this comparison? It, too, was no doubt created 
on a comparative basis, or else its origin is more or less untraceable and it, like 
Topsy, just grew. Because of the extreme difficulty of establishing a specific rate 
on a cost basis, rate-making might be considered more of an art than a science. 
Value here is not found, it is made on the basis of presumably reasonable judge- 
ment of reasonable men. 

The second has to do with what we might designate the regulatory zone of 
reasonableness. Here, the upper and lower limits are subject to Commission 
edict, and the higher zone may be less than the consumer would pay if he had to 
and the lower zone may be above that which would be charged by the carrier 
if unrestrained. Although the Commission can set the exact rate to be charged, 
the carrier is ordinarily free from Commission action within the regulatory zone 
of reasonableness. 

In interagency rate competition, however, the establishment of the minimum 
rate is tantamount to establishment of the actual rate. The crux of the present 
day rate-making controversy, then, lies in this minimum rate factor. Specifi- 
cally, it concerns these items: (1) Can out-of-pocket costs be determined ac- 
curately enough for this purpose? (2) Is out-of-pocket cost rate making a sound 
basis for competitive rate making? and (3) Can unrestrained competition be al- 
lowed, when related to minimum cost, in an industry where discriminatory pric- 
ing is permissible and prevalent? 

Cost allocation is a complex proposition for transport firms because of the 
multitude of services that their “machinery” is capable of producing. At any 
given time, such firms will have a sizeable physical plant, capable of producing 
an indeterminate amount of transportation service. To some extent, the costs 
of operating the plant are independent of the quantity of services provided. In 
addition, there are expenses related directly to the performance of any specific 
commodity transportation. The rate charged, therefore, is a component of two 
factors: a share of the overhead or common expense and the added expense di- 
rectly incurred by the specific transportation. From the standpoint of an eco- 
nomic ideal, perhaps, the rates should reflect total cost, consisting of direct ex- 
penses and a fully allocated share of the overhead or common expense. Actually 
this is not always possible. For one thing, it is difficult to allocate the common 
costs, for reasons explained previously. For a second, it is not always desirable, 
either from the standpoint of the carrier or the shipping public, to levy fully 
allocated charges. As long as capacity permits, additional traffic that returns 
direct cost plus some contribution to overhead, no matter how slight, provides 
additional revenue to the carrier, and, since the overall revenue is restricted to 
a recovery of costs plus a reasonable return on investment, makes possible lower 
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rates to shippers that do pay fully allocated costs. Such pricing is, of course, 
discriminatory, but it is permitted on the theory that, so long as the discrimina- 
tion is controlled, it is beneficial. On the other hand, the freely competitive use 
of discriminate pricing can have adverse effects on rate !evels and on traffic 
which is non-competitive. 

It must be kept clearly in mind, then, that minimum rates are often discrimi- 
natory and that lowest out-of-pocket cost does not necessarily go hand in hand 
with the lowest average total cost. Suppose an item can be transported by either 
of two modes of transportation. Carrier A would need to charge $1.00 to recover 
total cost, consisting of 50¢ overhead and 50¢ direct expense. Carrier B, on the 
other hand, would need to charge 90¢ to recover full cost, consisting of 30¢ over- 
head and 60¢ direct cost. In a competitive situation, if rates were permitted to 
gravitate toward out-of-pocket costs, Carrier A would have the advantage, al- 
though it is actually the high cost carrier when all factors are considered. From 
the standpoint of a sound, economic use of national resources, another view of 
the above example deserves consideration. The micro view above does not reflect 
certain other factors of vital consequence. The economical carriage of one com- 
modity or a few commodities must be balanced against the efficient carriage of 
many commodities. Emery Troxel of Wayne University writes: 


A pipeline, taken alone, can often haul oil or gasoline more cheaply than can a railway 
line. But railways are still required for other commodity movments, and even some oil 
movements along the same paths. Or motor trucks can carry some commodities at lower 
costs and, on occasion, offer higher qualities of transportation service than railways; 
but the railway technique remains for the other traffic. These and other situations of 
partial substitutions cannot be controlled to efficient transport ends, measured in the ag- 
gregate, if each technique is treated as a separate or special case. No matter what their 
popularity, cost comparisons between techniques are not enough. 


This situation must be accorded attention in any formulation of national trans- 
portation policy. 

Discriminatory pricing is an accepted American institution. Impossible under 
conditions of perfect competition and lamented by many economists, discrimi- 
natory pricing policies are an integral part of the marketing philosophy of many 
business firms. Product differentiation, based on different trade labels represent- 
ing various degrees of quality which exists to a considerable degree only in the 
minds of advertising agencies and a gullible public, is the outstanding example. 
The buyer usually has several sources from which to choose, however, and these 
sources enjoy no privileged status in the eyes of public authority. This is very 
definitely not the case in the purchase of transportation service from a common 
carrier. There may be no satisfactory substitute, nor, under controlled entry, 
may there be the possibility of any development of a substitute. The buyer is 
paying a discriminatory price not through choice or lack of knowledge, but 
through necessity. One may take the view, of course, that there is nothing par- 
ticularly onerous or reprehensible about value of service pricing so long as com- 


* Emery Troxel, Economics of Transport (New York: Rinehart, 1955), p. 327. 
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petitive conditions exist and that, since the establishment of several well-de- 
veloped media of transport, competitive conditions actually do exist. 


Til 


To evaluate the validity of the last mentioned position, it is necessary to ex- 
amine a concept of workable competition. This examination will also be useful 
in conjunction with other points in the discussion. Except for use as a working 
model, the idea of perfect competition, with its requisites of homogenous prod- 
uct, many buyers and sellers, mobility of resources, and knowledge of the market 
place, plays little part in modern economic analysis. The majority of economists 
feel satisfied if there are enough buyers and sellers, together with some oppor- 
tunity for entry and withdrawal, to assure reasonably dynamic allocations. To 
function satisfactorily, competitive conditions of this sort should effect, in so 
far as the transportation system is concerned, the following achievements: 1) 
allocate resources between transportation and other industries; 2) allocate 
transportation resources between the various media; and 3) allocate the services 
of each transport media in the most effective way. 

Concerning the first point, such allocations in our economy are not fully ef- 
fected by competitive forces. In the absence of government financial assistance, 
which by and large has been no greater to transportation than to several other 
segments of the economy, the transportation firms would have had to attract 
capital on the same basis as anyone else. But it must be recognized that the 
subsidy element in air, water, and highway transportation causes some distor- 
tion. This complex subject lies beyond the scope of this paper, but it suffices to 
say that competition is not the sole basis for the fundamental allocation of re- 
sources between transportation and other economic activity. 

The allocation of resources between the media of transport and between the 
firms within a given media is not completely dependent upon competitive condi- 
tions, either. Let us assume that a non-transportation firm finds that its scale 
of operation is too small for effective production. It may, subject to its financial 
limitations, expand its operation and sell over a wider area. A common carrier 
does not find this so easy to do because its territorial operating rights are defini- 
tive and permission to expand may not be forthcoming from appropriate regu- 
latory bodies. Or suppose useful techniques are developed by a non-transporta- 
tion firm’s competitors—techniques, perhaps, that partially or completely out 
date existing methods. Again, the firm would adopt the improvements as rapidly 
as possible. But transportation firms are rigidly delineated and common carriers 
of a given mode of transport are prevented from branching into other forms of 
transportation. 

The efficacy of the individual common carrier is not allowed to resolve itself 
under competitive relations with others of its own kind. Common carrier rates 
between points served by competing lines are ordinarily published by confer- 
ences or bureaus. Although the individual carriers may abstain from such tariffs, 
as a practical matter this is not feasible, so weak roads may get such business 
as readily as strong ones and circuitous routes may be used as frequently as di- 
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rect ones, for in either case the rate is the same. Nor is the rate necessarily geared 
to the cost of the most efficient carrier. It may and frequently does reflect aver- 
aging or umbrella rate making. Further, controlled entry protects to a consider- 
able extent the vested interests of a given form of transportation. Certainly 
transport firms need not fear the unrestricted onslaught sometime encountered 
outside the field. 

It is apparent that conditions prerequisite for effective competition are now 
lacking in transportation. This does not necesserily indicate that conditions 
necessary for competition cannot be achieved if regulation were abandoned, 
however. 

Since there is so much talk of competition in present day transportation, a 
brief examination of the factors underlying such competition will prove enlight- 
ening. Intra-agency competition between common carriers is not related to price 
because of delegation of the price-fixing function to conferences and rate bu- 
reaus. Competition may exist along service lines, and severe price competition 
may exist between these common carriers of a given type and non-regulated and 
semi-regulated operations of the same type. As, for example, between common 
carriers by motor and private and exempt motor carriage. 

Still, it is the interagency competition that is of paramount concern, and it is 
this aspect that deserves the more careful consideration. Some such competition 
is related to service and to inherent advantage, with price playing only a minor 
role. This form of competition is important but not basic to our discussion, which 
is concerned with that traffic which is equally suited to movement by more than 
one form of transportation and whose ultimate choice of a carrier will depend 
on the lowest rate quotation. The ability to quote low rates is closely related 
to, if not completely dependent upon, the cost structure of the carrier and the 
volume of traffic being moved. It might be noted that something less than full 
capacity utilization may be assumed or else the incentive to cut rates will be 
absent. 

A large portion of the costs of railroads is constant, an estimated 20 to 50 
per cent.* The remainder will vary with the volume of traffic carried. There is 
a strong incentive, therefore, to charge discriminatory rates, or rates that include 
more or less than the proper share of the common expenditures. Goods that move 
at less than fully aliocated costs are profitable to the carrier, as long as unused 
capacity exists, and they are not burdensome to sommodities which are charged 
fully allocated costs. For example, assume a railroad that transports only five 
types of commodities, all with similar transportation characteristics. The fully 
allocated cost of transporting each item is $2.00, composed of $1.50 as a prorata 
share of the constant expense and $.50 for out-of-pocket or average variable cost. 
If space is available, the transportation of another type of item also with an 
out-of-pocket cost of $.50 at a $.75 rate will increase the revenues of the carrier 
without injuring the other shippers. ‘This last item has paid the additional cost 


‘Interstate Commerce Commission, Bureau of Accounts and Cost Finding, Explanation 
of Rail Cost Finding Procedures and Principles Relating to the Use of Costs, Statement No. 
2-48, October 1948, p. 89. 
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necessitated by its movement and contributed $.25 to the common overhead 
which has remained unchanged. Discriminatory rates, so long as certain safe- 
guards are maintained for the competitive positions of shippers’ commodities 
and localities, are economically justified. One might ask, none the less, how the 
constant expenses are apportioned for the so-called fully-allocated rates. As in 
so many other industries having common costs, they are apportioned on the basis 
of relative demands for the service. If the value of service to the shipper is high, 
the rate charged will reflect it, although the out-of-pocket cost is no greater than 
that of some lower-rated commodity. 

It is sometimes argued, however, that railroads cannot continue to price some 
commodities below fully-allocated cost indefinitely. Such pricing occurred only 
in the first instance because of unused capacity—-so this line of thought goes— 
and, in time, the carrier will correct for it by not replacing the “extra” part of 
the plant as it deteriorates. In other words, those rates based on maladjustments 
will be eliminated for they will become unprofitable and unrealistic in the long 
run. This argument overlooks two important facts. First, the readiness to serve 
requirement of a common carrier precludes a minimum facility. Some “excess” 
capacity is nearly always in evidence. Second, the plant is multi-purpose and 
is being replaced on a continuing basis. Such replacements cannot always be 
related to profitable and unprofitable traffic. It might be further noted that, 
while long-run concepts are important, most actions are in the nature of short- 
run decisions which blend together. The long run never really comes except in 
retrospect. 

The costs of motor carriers, on the other hand, are estimated to be from 82 to 
100 per cent variable.’ The roadways are provided by public agencies, and car- 
riers are charged only to the extent that they make use of such facilities. Pay- 
ments are made through fuel and lubricants taxes, license fees, ton-mile assess- 
ments and the like which vary with the amount of traffic being transported. The 
investment in rolling stock is flexible also, since units are small and, relative to 
rail equipment, short-lived. Such investment may be further minimized by leas- 
ing the mobile units from truck rental concerns. Warehouse requirements are 
diminished by movement of a great deal of traffic from the place of business of 
the consignor directly to the consignee. The structure of costs, then, for these 
agencies, does not give the incentive for discriminatory rates as in the case of 
rails. However, an examination of common motor carrier rates indicates that 
rates reflect from 25 per cent of out-of-pocket cost to 300 per cent of out-of- 
pocket costs.* Much of this can be explained by the fact that the classifications 
and tariffs of motor carriers are patterned after those of rail. 

The costs of water carriers are very similar to those of the motor carriers. The 
airlines seem to occupy an intermediate position between rail and motor carriers. 


*Interstate Commerce Commission, Bureau of Accounts, Cost Finding and Valuation, 
Explanation of the Development of Motor Carrier Costs with Statement as to Their Meaning 
and Significance, Statement No. 1-54, April 1954, p. 10. 

*Interstate Commerce Commission, Bureau of Accounts and Cost Finding, Southern 
Motor Carrier Cost Study—Year 1950, Statement No. 2-53, April 1953, pp. 269-281. 
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Iv 


What results can be expected from competitive pricing among these agencies? 
The managerial prerogatives, whose infringement is so often lamented, would 
be restored, but as a group device because of the aforementioned bureaus. As far 
as cost determination is concerned, the situation would remain unchanged, ex- 
cept that allocation might conceivably be more closely related to demand for 
an alternate service provided by competing carriers. The most hoped for accom- 
plishment is that a more rational allocation of transportation resources would 
result. The writer has serious doubts about the certainty of this occurrence. First 
of all, there cannot be effective competition in conjunction with regulation. The 
terms are in themselves contradictory. So long as firms are not free to enter and 
leave an industry at will, to expand whenever the management deems it neces- 
sary, or to imitate the methods and devices of more successful rivals, a “com- 
petitive” rate cannot be relied upon as an economic rationing device. Further, 
the fixing of prices and control of earnings by public authority, if followed con- 
sistently, will, for obvious reasons, undermine a competitive structure. 

If regulated competition should be abandoned and competition relied upon 
completely, the result will be even less satisfactory. It would mean the end of 
the common carrier for the common carrier is not basically competitive by na- 
ture. These carriers would not be able to withstand the onslaught of the diver- 
sion of the more desirable traffic to non-common carriers. It is doubtful if the 
economy is ready to abandon its system of public carriage, for the link between 
the common carrier and the common welfare is still a strong factor with which 
to reckon. 

Of the alternatives to the existing method of handling interagency competi- 
tion, greater reliance upon competitive rate-making is a delusion. There can be 
no effective competition under regulation, and, in the absence of regulation, the 
common carrier will pass into history. 

All of this suggests, then, that our long-run solution to the transportation 
problem may be found not so much in changes in regulatory practices as in 
the economic structure of the subject regulated. This is by no means a new 
thought, but it has not been much stressed in recent years. It is proposed that 
companies utilizing all forms of transportation would replace the separate 
operating types of rail, motor, water, and air that we have at present. Here- 
after, such multi-media firms will be spoken of as “transportation companies.” 

These companies have definite strengths that might eliminate or mitigate 
certain of the existing problems in transportation. The use of transportation 
companies would remove the interagency conflicts that currently plague the 
carriers. At least this would be true of the existing conflicts between common 
carriers. Unless contract, private, and exempt carriage are redefined and regu- 
lated in such a way as to prevent many of the existing abuses associated with 
such transportation, a key trouble spot would remain. Nevertheless, the elimi- 
nation of interagency rivalry between the common carriers would remove one 
of the major obstacles to a solution of the transportation problem. 
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The transportation company is an agency in which coordinated transport 
service can be effectively accomplished. The management of such companies 
should be in a position to select the means of transport best suited, from the 
standpoint of service and economy, for the various operating and demand 
situations encountered. 

The transportation company provides a means of achieving a more effi- 
cient use of transportation resources. There are two possible ways in which 
the increased efficiency might materialize. One is the elimination of the waste 
and duplication that comes from the existence of a number of competing media. 
The coordinated effort of the integrated company should permit the abandon- 
ment of facilities whose function could be more effectively performed by some 
other medium or combination of media. A second saving might come through 
operations of economy of scale—the substitution of large-scale firms for a 
multitude of small ones. It has long been contended that expanded size of a 
transportation firm would bring about substantial decreases in unit costs. To- 
day, there is some question as to the extent such economies are actually real- 
ized. Koontz, in his article “Domestic Air Line Self-Sufficiency,” published in 
the American Economic Review of March, 1952, found that the route structure 
and density of traffic were of far greater importance than the size of the firm.” 

Roberts reached much the same conclusion in a recent study of motor car- 
rier costs. A comparison of financial and operating statistics of various size 
rail carriers indicates some possibility that this is also true of railroads. 

The fact that such economies may not be as great within each medium as 
once thought does not preclude such economies from the integrated firm, but 
mere size alone is not necessarily the most important characteristic of the 
transportation company. Rather it is the ability to eliminate duplication and 
to exploit a coordinated transportation system. As Troxel writes: 


Concerned with coordination as a transport purpose, organizers must exclude com- 
petition—both price and service-quality competition—as a primary public purpose. 
This is an unhappy choice for some organizers—a particularly unhappy fact among 
the public men in North America who are attached to their many experiences in com- 
petitive relationships. A belief in competitive transport organization persists. It is a 
hope among consumers, legislators, and some regulators—a hope for alternative choices 
between techniques, as well as between firms with the same technical form. But it is 
antithetical to a coordinated organization which is concerned with interfirm operations 
and makes selective choices between technical means. This belief is also antithetical to a 
transport process that is directed to efficient allocation of resources rather than to price 
and earnings control of separate firms.’ 


The transportation company is not, however, without its weaknesses. There 
is the possibility of suppression of other media of transport by the dominating 


* Harold D. Koontz, “Domestic Air Line Seif-Sufficiency,” American Economic Review, 
March 1952, pp. 103-125. 

* Merrill J. Roberts, “Some Aspects of Motor Carrier Costs: Firm Size, Efficiency, and 
Financial Health,” Land Economics, August 1956, pp. 228-238. 

*Emery Troxel, Economics of Transport (New York: Rinehart, 1955), p. 328. 
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agency in the organization. The most often voiced fear, when coordination or 
combination of the several modes of transport are mentioned, is that such an 
organization would be rail dominated. The possibility of domination of one 
type by another is admitted. If permitted to occur, it would be a deterrent to 
the hoped-for result. It does seem unlikely that such a bias could be succes- 
sively passed to subsequent managerial groups over a period of time. Further, 
as H. G. Moulton expressed it: 


The fear that some express that if railroad companies were permitted to engage in 
other forms of transportation they would proceed at once to throttle competition, re- 
gardless of transportation economies, seems unwarranted. A railroad company, con- 
verted to a transportation company, would still be interested in maximum profits. If 
it proved cheaper to send certain commodities or for that matter all traffic by truck, 
or bus, or airplane, or boat, as the case may be, such companies would be shortsighted 
indeed if they failed to use the alternative agencies.” 


Similarly, many voice the fear of complacency of the management of such 
transportation companies. With the element of competition removed, what 
incentive will those who operate the enterprise have to increase their efficiency 
of operations, either through better utilization of a given technology or through 
the introduction of technical innovations? The question of incentive is a pressing 
one. A limited amount of competition between transportation companies might 
be permitted, and some stimulus might come from private carriage. A more 
direct monetary stimulant might be provided through the adoption of some 
sort of sliding-scale basis for rate control under which earnings in excess of 
what is considered an adequate rate would be shared by both shippers and 
management. 

Also in the nature of a weakness, or perhaps better described as a stumbling 
block to creation, is the difficulty of formation. The antagonism of the manage- 
ment of the various transport media would make voluntary establishment on 
a cooperative basis most difficult to accomplish. Motor, water, and air carriers 
would fear domination by rail management, and logically so. A large rail 
system would bring the greater amount of assets and tonnage into a trans- 
portation company and would expect this contribution to be reflected in the 
apportionment of equity. 

Compulsion by governmental authority would not be palatable to either 
the transport firms or the majority of the general public, even in the unlikely 
event such legislation should escape the condemnation of the courts. 


Vv 


Under what conditions, then, could transportation companies conceivably be 
established? One possible arrangement would be the purchase of control of 
the needed media by an outside corporation formed for the purpose, with 
subsequent merger under new management. Such an event would require a 


* Harold G. Moulton and Associates, The American Transportation Problem (Washing- 
ton, D. C.: Brookings Institution, 1933), p. 890. 
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change in both transportation regulation and antitrust law, but this way does 
alleviate fears of control by any one form of transport. 

A second way lies in removing the restrictions on the utilization of one form 
of transport by another medium. For instance, the operation of a motor carrier 
by a railroad. Such restrictions affect rail carriers primarily, for few motor, 
air or water lines are in a position to institute rail service. The removal of 
these limitations would mean that rail carriers would be free to form trans- 
portation companies. There is some indication that if transportation companies 
are ever formed they will evolve in this manner. The Rock Island Case," de- 
spite Commission denials to the contrary, could be the opening wedge in a more 
liberal attitude toward rail control of motor operations which are not of a 
supplementary nature. Again, the accelerated use of all-rail type piggyback 
operations, under which the rail company provides pickup and delivery service 
and over-the-road movement of freight in rail-owned trailers, is a development 
of some significance. 

A third manner in which transportation companies may come about is the 
result of the increased competition recommended by the Cabinet report. With 
direct ascertainable cost as a minimum rate determinant, the destructive com- 
petition so feared in the utility type industry could easily occur. The rail car- 
rier, because of its greater economic resources and the existence of a cost 
structure more favorable to discriminatory pricing than the other carriers, 
should make sizeable gains in its share of the total traffic. Conceivably, the 
gain would be sufficient to force out much of the competition from other media. 
Yet there will still remain a need for transportation service that rails cannot 
provide. If these other carriers are prevented by the competition of the rail 
carriers from obtaining an adequate return on overall operations, they shall 
cease activity, and it will be necessary for the rail carriers to provide such 
service by other media, provided legislative approval for such operations can 
be obtained. 

There is also the possibility that this excessive competition could cause an 
acceleration of combinations of like means of transport. These firms might 
then be more easily merged into transportation companies. 

If transportation companies were formed, what should be the ultimate climate 
for their operations—conditions of controlled competition, or exclusive terri- 
torial operating rights? If the first condition prevailed there would undoubtedly 
be some conflict between regulation and the competitive urge, but effective 
regulation should be more easily achieved than at the present time because of 
the structural homogeneity of the firms involved. The latter course would mean 
a sharp break with existing regulatory policy. 

It is not easy for an economist of orthodox training to advocate controlled 
monopoly or near monopoly. Still, this appears to be the inevitable solution to the 
formation of an economic and coordinated transportation system, and the writer 
proposes that the transportation companies operate under these conditions. They 


™ Rock Island Motor Transit Company, Common Carrier Application, Interstate Com- 
merce Commission, MC-29130, Sub. 70, 1954. 





410 LEE J. MELTON, JR. 


would, in effect, be treated as a public utility. The change is not so marked as it 
might appear at first glance. Common costs would continue to be allocated 
on a demand basis and rates would still be related to value of service as long 
as such value was above out-of-pocket cost. Earnings control would keep 
the general rate level within reasonable bounds, and the Commission power 
over individual rates would care for specific instances of unreasonable or dis- 
criminatory charges. The only thing missing under the regional monopoly 
would be the fiction of allocation by interagency competition. 

If some reliance on competition is insisted upon, then the transportation 
companies could be granted overlapping territories as were the rail carriers. 
The ensuing acitvities in these competitive areas would have to be regulated 
in much the same fashion as the rail carriers before the advent of effective 
motor transportation, with many of the difficulties attendant to that era and 
the present. 

The transportation companies visualized would encompass the various com- 
mon carriers, but what of private and contract carriers? These would continue 
to operate in their respective spheres, filling specialized needs for which com- 
mon carriers are not suited. It would be necessary, perhaps, to redefine private 
and contract carriage so as to restrict the privileged status to those carriers 
which are truly private or contract. However, this action will be necessary 
no matter what the trend in regulatory policy. 


vI 


It is evident that existing regulation is unsatisfactory in many respects. 
It is also apparent that the transportation system is not achieving its maximum 
economic potential. Expressions from industry and congressional leaders in- 
dicate that the need for remedial action is recognized. This action will prob- 
ably manifest itself in revision of the Interstate Commerce Act. As a minimum, 
some patching of the most obviously inadequate or outmoded provisions, such 
as those relating to the long and short haul clause, private and exempt motor 
carriage, and rate suspension powers of the Commission can be expected. As 
& maximum, greater reliance may be placed upon interagency competition, 
with a change in our regulatory policy to effect it. Neither policy will provide 
a completely workable answer because of the nature of the transportation 
industry. The industry’s characteristics will not permit more than a minimum 
amount of competition without undesirable after-effects. On the other hand, 
regulatory control is made difficult by the heterogeneity of the carriers subject 
to Commission jurisdiction. 

The ultimate solution may lie in a change in the economic structure of the 
firms offering transportation service, which will eliminate interagency com- 
petition and provide a base for uniformity of regulation. 

A change of the sort proposed in this paper would be most difficult to effect. 
Still, the transportation company has much to offer from a regulatory and 
economic standpoint. Further thought might well be given to the transportation 
company as a long-run solution to the transportation problem. 

















SOUTHERN ECONOMIC DEVELOPMENT, 1955 
TO 1965: A LOOK AHEAD 


JOHN L. FULMER 
Georgia Institute of Technology 


The economic prognosticators have been suggesting a $500 billion plus GNP 
national economy by 1965. In fact Professor Sumner H. Slichter writing in the 
November 10, 1955 issue of Sales Management forecasted a $570 billion GNP 
for 1965, arguing strongly for an annual increase of about 3.7 per cent as com- 
pared to the more generally accepted 3.0 per cent. Robert J. McFall, a con- 
sulting economist, in the same issue predicted $500 billion GNP. Despite the 
wide range between the two estimates, even the conservative estimate of $500 
billion GNP (based upon an annual increase of 3 per cent compounded) rep- 
resents a healthy growth in the national economy. What will a gain of at least 
150 billion dollars in Gross National Product mean for the South? Will the 
South have equal, smaller, or greater gains relative to the nation? Where will 
the region be in 1965 in some of the standard measures of growth, such as 
population, income and retail sales? These are a few of the questions which 
should be answered. Rough answers to them should be of interest to all those 
working on southern problems and to industrialists planning to locate in the 
South. 

Only the crudest sort of techniques are available for determining the effect 
of over-all growth nationally on a region’s or state’s economy. The best method 
presently appears to be extrapolation, using ratios of relationships. The results 
may be expected to be reasonably reliable because it has been observed that 
ratios of smaller geographic units to the larger, particularly of regions to the 
nation, in such relationships as population, income and retail sales possess a 
high degree of stability. Unusual upheavels, as a war, cause the ratios to move 
to new positions which over time tend to return to the normal or trend relation- 
ship. Trends in these ratios occur as a result of differential rates of growth of 
regions to the nation. The stable, trend characteristics of ratios for regions will 
be capitalized on to translate long range projections nationally to comparable 
projections for the South. Admittedly, the methods are crude but no more re- 
fined ones are available and lack of resources do not permit devolopment of 
more efficient techniques. Despite the deficiencies of the ratio method, how- 
ever, some large companies employ it, apparently with success for long range 
planning.’ Additional details on the procedures are explained in the appendix. 

As a starting point for the extrapolations we shall assume the mean of the 
two estimates, or $535 billion GNP.? Forecasts of the population of the United 


*See, for example, “Technological Advancements and Tomorrow’s Marketing Problems” 
by Barton Kreuzer, Director of Product Planning, Radio Corporation of America, address 
before American Marketing Association, Pittsburgh, Pa., June 22, 1956. 

*The General Motors’ long-range forecast is for a gross national product of 550 billlion 
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States for 1965 were released by the Census Bureau, October 20, 1955, in Series 
P-25, No. 123. These projections are given in some detail by sex and age and 
under a number of assumptions as to the growth rate. For 1965 the A and B 
series seem most appropriate. The A rate assumes that the 1950-53 level of 
fertility will continue to 1975; B assumes that it continues to 1965, then de- 
clines to about the “prewar” level by 1975. The two series considered together 
give a median estimate for 1965 of 190,296,000 persons. The estimate also shows 
age classes and the age group 18 to 64 years old with 105,541,000 persons. This 
latter is importantly related to the labor force. In the issue of Sales Management 
cited above, Conrad Taeuber, Assistant Chief, Census Bureau, has given state 
by state estimates of population for 1965. The U. S. figure given there is about 
2 million persons below the official forecast released later. But his estimates 
for the states show for the South a population of 50.3 million in 1965. Adjusted 
to the later estimate it comes to 50.8 million persons. 

The extrapolations which follow assume (1) that southern growth is a close 
function of national growth, (2) that the South® will continue to close the gap 
slowly in per capita income and otherwise improve in some respects its economic 
development relative to the nation, and (3) that the ratio of the relationship 
of the region to the nation extended by straight line methods is reasonably 
adequate for rough forecasting. 


PERSONAL INCOMES 


Starting with a GNP of $535 billion,* a ratio of the relationship of personal 
income in the past would indicate $414 billion dollars personal income in 1965. 
The gain in GNP of 38 per cent or $148 billion should be compared to a gain 
in personal income of $111 billion, or 37 per cent. The somewhat lower gain 
in personal income reflects a declining trend in the ratio to GNP which may be 
expected from higher relative expenditures for capital replacement. The equiv- 
alent per capita personal income is $2175, up $328 from 1955 or 18 per cent. 
Thus the real gain in per capita income annually is just short of the 2 per cent 
gain which has occurred for a very long period in this country. In the period 
1950-55 the gain was 2.2 per cent annually. 

With a national per capita income projected as $2175 in 1965, what is the 
most probable per capita income for the South? Since the early 1930’s per 
capita income in the South has been rising relative to the United States. In 
the 22-year period from 1932 to 1954 it rose from 53 to 73.3 per cent® with an 
abnormal jump in the ratio during World War II which returned to trend in 
1946. Since the improvement in the ratio in the postwar period has been less 
rapid than in the 1930’s, the projection is based on the period 1946 to 1954. 





dollars by 1965. See “Appraising the Business Outlook,” by Harlow H. Curtice, President, 
General Motors, address delivered before luncheon for business leaders, GM Motorama 
for 1956, Waldorf-Astoria, New York, January 16, 1956. 

* Alabama, Arkansas, Florida, Georgia, Kentucky, Louisiana, Mississippi, North Car- 
olina, Oklahoma, South Carolina, Tennessee, Texas, and Virginia. 

* All income data and other monetary values shown are in terms of 1955 prices. 

° Basic data obtained from the Survey of Current Business, September 1955, pp. 14-16. 
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On this basis the South-nation ratio is expected to be 78 per cent in 1965. 
Related to the expected U.S. per capita income of $2175, the ratio would in- 
dicate a per capita income of $1697, a gain of $313 or 23 per cent above 1955. 
Combining the forecasted population of 50.8 million persons in the 13 southern 
states with $1697 per capita income results in a projection of 86.2 billion dol- 
lars, 25.0 billion dollars or 41 per cent above current levels. See Figure I. 

The graph shows a rapid closing up on income payments in the period from 
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1932 to 1944, with a small gain since 1944. Per capita income, however, has 
continued to gain relatively due to labor productivity gains® despite changes 
in population growth which showed the greatest impact on total personal in- 
come. The slowing down in the gain of total personal income relative to the 
nation is probably related to the slower population gain in the region. 

In two recent issues of Current Population Reports, Population Estimates 
(Series P-25), the Census Bureau shows that the annual population increase in 
the South from 1950-55 was only 69 per cent of the naticnal rate of increase; 
even in the period 1940-50, it was just 78 per cert as large. This occurred 
despite the fact that the South had by far the largest natural increase of any of 
the four census divisions; so great was the loss by migration, 46 per cent during 
1950-54, that the other three regions gained substantially by migration from the 
South. However, within the South, the population changes have been quite 
variable—Florida, Texas, and Louisiana exceeded the national increase annu- 
ally; Arkansas, Mississippi and Oklahoma showing net decreases in popula- 
tion. This is a very significant finding. Rapid population increases in some 
states and moderate increases in Alabama, the Carolinas, Georgia, and Virginia, 
have been associated with good econemic progress, while in the three states with 
decreases in population the economic gains have not been so good, two of the 
states, Arkansas and Mississippi, showing moderate declines in the percentage 
of total U.S. personal income payments.’ The conclusion is that the migration 
loss from the South has occurred probably because of the search for employ- 
ment opportunities in other regions which have apparently had more jobs than 
those states in the South showing population decreases. 


NEW CONSTRUCTION 


New construction in the U. S. reached a level of $42.2 billlion in 1955.° For 
several years the volume of new construction has been expanding at the rate 
of $2.25 billion yearly. If this rate continues until 1965, it should reach a level 
of $65 billion, or 54 per cent above current levels. This is a large gain in 
construction from current levels but it is believed it will be attained. Because 
of important backlogs of building in the economy, roads, schools, hospitals, 
churches, industrial and commercial buildings, along with acceleration to au- 
tomation now occurring, there should be a long period of sustained building 
ahead to prime the economy. 

Because further growth in construction will be vitally related to a GNP of 
about 535 billion dollars in 1965, data will be given at this point in support of 
the simple extrapolation, though no precise forecast is intended. 

Milford Edwards, writing in the Construction Review for May 1955, has 
shown the need for a level of highway construction of $9.2 billion yearly in 
the next ten years, educational buildings 4.2, hospitals 2.2, and water and 

*“The South and the Sixth Federal Reserve District in the Mid-Twentieth Century,” 
Annual Statement and Report for year 1955, Federal Reserve Bank of Atlanta, February 
15, 1956, pp. 7-13. 

* Survey of Current Business, op. cit., p. 16. 

* Construction Review, U. 8S. Departments of Commerce and Labor, February 1956, p. 19. 
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sewerage works 2.5, requiring increases of 125, 42, 214, and 127 per cents. With 
prompt action in meeting these needs it would normally be expected that the 
ten-year expansion would peak in 1960. But delays which have occurred, with 
further delays probable because of the politics involved, the peak may be closer 
to 1966 and therefore higher as a result than the requirements given by Edwards. 

Residential housing has been building about 1.2 million units yearly. With the 
400,000 units abandoned annually plus need for 800,000 new units® as a result of 
family formation and rising incomes it is probable that this level will hold until 
around 1960. By 1965 however, the marriage rate should be up 36 per cent from 
current levels.!° This absolute increase in demand of about 400,000 units coupled 
with an annual increase of over 600,000 yearly in the households with $7,000 or 
more yearly income" should add approximately another million units to the 
number of houses constructed by 1965. This much expansion in housing would 
add from 12-15 billion dollars to new construction. A recent issue of the Engi- 
neering News-Record showed a backlog of over $93 billion of heavy construction 
in the planning stage on December 31, 1955!* which lends overwhelming support 
for expansion in the area of heavy construction. 

The addition of only the above increases to the rate of construction currently 
should be sufficient to raise the yearly volume from $42.2 billion to $65 billion by 
1965, an increase of 54 per cent. In the South the percentage change in construc- 
tion should equal that of the nation as a whoie, with the annual volume of new 
construction increasing from $11.2 billion in 1955 to $17.2 billion in 1965. 

The growth in population is a vital market factor for construction and other- 
wise, but the change in the mode of life of people will magnify the growth effects 
on the market. This is reflected by the recent growth of cities, but more particu- 
larly by growth of the suburbs of cities, which will have a vital impact on con- 
struction of homes, stores, shopping centers, city streets, highways and sewerage 
and water facilities. People have been moving to the cities to find employment; 
many have found homes in the suburbs where they have been joined by families 
exchanging their homes in the central part of the city for homes offering the ad- 
vantages of more open suburban living. Both have been seeking relief from traffic 
congestion, open space to rear larger families, and a place to use the greater 
leisure time to enjoy a more informal type of life. Rising family incomes have 
afforded the funds to finance this more expensive mode of life. 

What has happened becomes dramatically apparent when it is related to re- 
cent population changes. From 1940 to 1950 the population increase in the United 
States was 19 million but in the standard metropolitan areas the increase was 
15.2 million, 9.2 million or 60 per cent being in the suburbs. The trend was ac- 
celerated even further from 1950 to 1955, which had a population increase of 12 
million of which 9 million were in the suburbs. In the South the increase was 18 


* Nation’s Business, March 1956, page 33. 

*“Population Waves of the Future,” Management Economics Incorporated, November 
30, 1955, p. 3. 

*R. Newcomb, “The Trend of Construction,” 366th meeting of the National Industrial 
Conference Board, Atlanta, Georgia, January 22, 1956. 

* “1956 Annual Report and Forecasts,” Engineering News-Record, February 16, 1956. 
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per cent in metropolitan areas but only 2 per cent in non-metropolitan areas.'* 
It is seen therefore that suburban growth in the most recent five-year period 
equalled that of the preceding 10-year period. 

With the movement of customers from downtown, stores and various other 
types of service facilities have followed them to the suburbs, giving rise to a 
larger number of new shopping centers. A recent estimate by an authority on 
shopping centers places the number of shopping centers which have been con- 
structed since the war at 1000 with 2000 more under construction and in the 
planning stage. These shopping centers have from 10 to 100 stores. 

The supermarket which had its birth in the 30’s has been a big factor in trans- 
forming the character of retailing, in that the nature of grocery and some other 
types of stores reflect both a maximum assortment of goods and customer self- 
service. Of the 18,000 supermarkets in the United States 7,000 are members of 
the Supermarket Institute, each store of which averages $1.5 million of sales 
yearly. In a recent report the members indicated plans for a 30 per cent expan- 
sion in number of stores in the next three years.’ 


BURGEONING MARKETS 


With a population increase of 15 per cent, rise in personal income payments 
of 41 per cent, and a growth in construction volume of 54 per cent in the next 10 
years, the business community in the South can look for a strong step-by-step 
growth in the size of the South’s market. What this can mean in some market 
areas is shown graphically in Figure II, which shows, with the exception of popu- 
lation, labor force and construction, that southern growth willl be significantly 
more rapid than national growth. The rate of increase of registrations of motor 


* “Population Changes by Regions, 1950-1955,” The Business Trend, April 1955, The Rand- 
McNally Bulletin. 

*%@G. Smith, Tide, November 25, 1955. 

* “The Supermarket Industry Speaks,” 7th Annual Report, 1955, p. 4. 
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vehicles, showing the most rapid increase of any of the indices, reflects continua- 
tion of trends since 1950. This trend is expected to continue and perhaps acceler- 
ate because congestion is not yet as great comparatively as in some other regions 
since there are relatively fewer urban centers. Furthermore there are more fami- 
lies without automobiles who will be able to buy them with the rising prosperity 
and employment in the region. 

The volume of retail sales is expected to be up 38 per cent in 10 years, which 
the 15 per cent larger population with 23 per cent greater per capita income will 
be demanding. What this will mean to retailers is obvious—expanded volume 
and the need for more personnel facilities, and new supermarkets. 

Large as the per cents may seem they are achievable, if we maintain a positive 
attitude toward growth and avoid halting and looking to the rear and to the past. 
Why should we be optimistic about achieving the results outlined above, which 
are needed and wanted? They depend on basic facts, some of which are already 
in existence, for instance the population 18 to 64 years old of 105,541,000 will 
supply the labor force. These people have already been born; by 1965, 76 million 
of them, 7 million more than in 1955, will be eraployed in productive endeavor 
or looking for jobs.’® 

With a few exceptions relatively greater things were accomplished in the last 
five years than are projected for 1955-1965. See the last column of Table I in the 
appendix. Taking care of a relatively greater labor force should not be of serious 
consequence until about 1965. Prior to that time, there may be some years of 
labor scarcities," since total population will increase more rapidly than the labor 
force, 16 per cent compared to 11 per cent. But this relative scarcity of labor in 
the early 60’s will need to be managed carefully to prevent inflation.'* The dan- 
ger of inflation may be further intensified in the period ahead when there is ex- 
pected to be scarcities of workers, particularly of most types of skilled labor. 
Under these conditions, companies will be employing a variety of tactics to cor- 
ner the limited number of skilled workers and certain types of professional 
workers. This feverish activity on the demand side coupled with the power of 
labor unions may be expected to result in wage gains often in excess of the mar- 
ginal value product of labor, resulting in a price rise in the industries concerned. 
The excess earning power of this class of labor would be reflected in the demands 
for goods and services. This tendency may be greatly abetted by strong activity 
in the construction industry to catch up on the backlog of needs and by industry 
to expand facilities which would pour huge streams of purchasing power into the 
market place without providing simultaneously an offsetting quantity of goods 
and services for consumption by the population. The point being emphasized is 


* For an interesting discussion of the market and labor force by age groups for 1956-1960 
and 1960-1965, see the Nation’s Business for May 1956, pp. 38-39. 

See Peter F. Drucker, “America’s Next Twenty Years,” Harpers Magazine, March 1955, 
pp. 27-32. 

* The basic cause of inflation is a rate of gain in the earnings of workers and of income of 
society as a whole which is in excess of the rate of gain in the production of goods and services 
for consumption. 
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that while the market potentials of the future look good, there may be danger of 
inflation due to the inherent characteristics of the period under review. 

Controlling inflation to hold the price level steady or with minor price rises 
will aid in absorbing the relatively larger labor force after 1965. Distortions in 
the level of wages and over-building of capacity could develop in the period from 
excessive purchasing power. The problem of labor scarcities may be partially 
offset by the usual remedies of a longer workweek, delayed retirements, and re- 
cruitment of female workers. The other aspects, high wage level and excess ca- 
pacity, will be a matter of self-restraint on the part of employers and labor 
unions. 

The market opportunities outlined above are not yet realized; they are now 
market potentials. As to whether they will be realized fully depends in part on 
supporting action from business and the community in genera). Despite existing 
population which is growing into a productive lai ~ force, production of income 
could be retarded, greatly hindered even, if recent gress in education is not 
maintained. In like manner, failure to act promptly to provide access roads and 
other communication links in our congested cities could also detract industry. 
If inaction in such areas is reinforced by failure to provide health and educa- 
tional facilities, it could magnify the effects of lack of roads. 

To sum up, the potentials have been given; they are based on realistic factors 
and are reasonably achievable. Businessmen of the South will need to act on 
them as aggressively as on any other market potentials in order to realize them 
and maximize profits. 
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TABLE I 
COMPARISONS OF SELECTED ECONOMIC INDICATORS FOR THE UNITED STATES AND 13 
SOUTHERN STATES, 1950 anD 1955 wiTH 1965 PROJECTIONS 


(In 1955 Prices) 




















Years a 1950-SS 
Regions with Items adjusted to 
1950 | 1955 | 1965 | Actual | Percent | 1-7e#* tate 
United States 
Total population (thousands)...... 151, 234/164, 280/190, 296} 26,006 16 17 
18 to 64 years old (thousands)..... 90,899} 95,481/105, 541) 10,060 ll 10 
Labor force (thousands)..........| 64,749] 68,896] 76,200) 7,304 11 13 
Value of new construction (bil. dol.)} 32.8) 42.2} 64.9) 22.7 54 57 
Per capita personal income (dol.)..| 1,660) 1,847) 2,175 328 18 22 
Personal income (bil. dol.)......... 251 303 414 111 37 42 
Retail sales (bil. dol.)............. 156 185 248 63 34 37 
Registration of motor vehicles 
CIs cancers coco ccesrenens 49 61 83 22 36 49 
13 Southern States 
Total population (thousands)...... 41,832) 44,233) 50,809 6,576 15 1l 
18 to 64 years old (thousands)..... 23,303) 24,107) 26,573) 2,466 10 4 
Labor force (thousands) ........... 16, 705) 17,775] 19,552) 1,777 10 13 
Value of new construction (bil. 

8 Ee ee, ee ey rks eee 8.7] 11.2) 17.2 6.0 54 57 
Per capita personal income (dol.)..| 1,195] 1,384] 1,697 313 23 32 
Personal income (bil. dol.)......... 50.0) 61.2} 86.2) 26.0 41 45 
Retail sales (bil. dol.)............. 34.0} 40.7) 56.0) 15.3 38 39 
Registration of motor vehicles 
IN 005s ecb Seaccunuedcceses 12.4; 16.0) 23.0 7.0 44 58 














TECHNICAL APPENDIX 


BASIS OF 1965 EXTRAPOLATIONS FOR THE SOUTH WITH SOURCES OF INFORMATION 


No estimates for the South were built up directly. They were determined by 
establishing a ratio relationship to the United States for some recent period 
which showed a certain consistency in trend. The ratio relationship was pro- 
jected to 1965 by trend line methods. The results of this procedure are graphed 
in Figure III, for two very important ratios, per capita personal income and the 
population ratio. The period 1946-54 was used for per capita personal incomes. 
The annual trend value was 0.38 percentage point. For the ratio of population, 
the value 26.7 was derived by relating the population estimate for the South in 
1965 to the population estimate of the U. S.'® 

In certain cases United States components of a larger aggregate were esti- 
mated for an internal ratio of the parts to the whole, employing again current 


* See Sales Management, November 15, 1955, page 50. The estimates were prepared by 
Taeuber, Assistant Director, Bureau of the Census. 
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data to compute the ratio, and a trend line where a trend existed to extrapolate 
to 1965. All labor force data were prepared in this manner, the benchmark for 
labor force being the 1950 census. The 1950 census data as published were found 
to be about 6 per cent below current data published by the Council of Economic 
Advisors in Economic Indicators. The 1950 census figures both for the South and 
the United States were adjusted to corresponding Council data and total labor 
force for the South was then expressed as percentage of the corresponding United 
States value for 1950. All major labor force estimates for the South for 1955 and 
1965 were calculated by direct application of this ratio to the United States es- 
timates. 

The discussion to this point illustrates how the ratio method was used to pro- 
ject national totals in certain cases and to derive the share of the South. The 
main sources of the references which were used for the different categories will 
now be outlined. We omit population and labor force data as the sources have 
already been mentioned. 

New construction from the Construction Review, February 1956, p. 19. State 
values for the South were obtained from Construction and Building Materials, 
Statistical Supplement for States and Regions, 1939-52. Personal Incomes are 
from the Survey of Current Business, September 1955 and August 1956; Eco- 
nomic Indicators, February 1956, and Sales Management, November 10, 1955, 
which latter source contains the very essential forecasts of GNP by Slichter and 
McFall. 

Retail Sales are from the Economic Almanac, 1956, p. 142, and from Retail 
Sales, Monthly Report, December 1955, Census Bureau, p. 3. Detailed state data 
are from Sales Management, Annual Survey of Purchasing Power, years 1948- 
1955, inclusive. 

Registration of Motor Vehicles is from Automobile Facts and Figures, 1951 
and 1955, and from “Modernizing the Nation’s Highways,”’ Committee for Eco- 
nomic Development, January 1956, p. 2. 

The basic data on all these series for the nation and the South are given in 
Appendix, Table I, below. In addition to showing comparisons for 1950, 1955 and 
1965, increases are shown from 1955 to 1965 in actual and percentage terms. The 
1950 to 1955 percentage increases have been adjusted to a 10-year rate. 














SELECTIVE EXCISH#S AND THE FEDERAL 
TAX STRUCTURE* 


ALEK A. ROZENTAL 


Saint Louis University 


Following a lengthy period of neglect, excise taxes have, in recent years, com- 
manded increasing attention in the literature on public finance. This may be 
traced to two seemingly unrelated developments. The first one is the growing 
concern with the pre-eminence of income taxation in the federal tax structure. It 
has led to speculation about the “limits of tax capacity” and resulted in a pres- 
sure to re-examine the whole tax system, often with the avowed intention of 
shifting the emphasis toward indirect taxes.1 In the second place, there have ap- 
peared in the last few years a number of studies couched in the framework of the 
new “welfare economics” that cast serious doubts on the validity of the classical 
indictment of excise taxes. 

Although a drastic revision of the federal tax structure has not, as yet, found 
explicit expression in Congressional action, it has aroused enough interest to 
suggest that analysis of a tax structure emphasizing selective excises at the ex- 
pense of progressive income tax rates (graduated rates) may be more than a 
purely academic exercise. More particularly, this paper will consider the con- 
ceptual case for a tax system whose mainstay is a non-graduated income tax on 
top of which there is superimposed a set of selective excises at differentiated rates. 

It is important to keep in mind that an income tax deprived of its present rate 
graduation will nevertheless remain progressive, owing to the retention of per- 
sonal exemptions. In fact, the degree of progression that will emerge under a flat 
rate of income tax would, for the vast majority of taxpayers,” differ only slightly 
from that prevailing at present. This is shown in Table I. 

When the society’s preferences run in the direction of taxing away a larger 
proportion of income, the larger that income, a progressive tax system becomes 
an element of the societal welfare function. To the extent that this is true in the 
United States, discriminatory excises in conjunction with the non-graduated in- 
come tax should be made progressive in their impact. 

The argument in support of non-graduated income tax combined with selec- 


* The author is greatly indebted to Professor Walter W. Heller, of the University of Min- 
nesota, for his help and guidance. Thanks are also due to Professor Harold M. Groves, of the 
University of Wisconsin, for his comments and suggestions. The responsibility for the views 
expressed is the author’s alone. 

1See, for example, Tax Institute, Limits of Tax Capacity (Princeton, 1953) and Commit- 
tee for Economic Development, Tazes, National Security and Economic Growth (New York, 
1954). 

?In 1953, 96.5 per cent of all returns showed an adjusted gross income below $10,000. Cf. 
Internal Revenue Service, Statistics of Income for 1953, Preliminary Report, June 1956, p. 
10. 
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tive excises, progressive in their incidence, will be advanced under four headings. 
Under the heading of “equity” the defects of the present system from the stand- 
point of horizontal and vertical social justice will be examined in contrast with 
the proposed system. Under the heading of “resource allocation” the effects of 
the current tax structure will be compared with the alleged distorting impact of 
selective excises imposed at differential rates. Under the heading of “cyclical and 
secular effects,” the alternative tax systems will be examined insofar as they af- 
fect the effectiveness of fiscal policy and the rate of economic growth. Finally 
under the heading of “administrative ease,” both systems will be scrutinized with 
respect to probable costs of administration and compliance. Under the last head- 
ing, attention will also be given to the revenue implications of the suggested 
change in the tax structure and some indication will be given of the kinds of ex- 














TABLE I 
SIGNIFICANCE OF EXEMPTIONS FOR THE PROGRESS.VITY OF FEDERAL INcoME Tax 
Net i N ; ay ee 
wr — S00 at cate eee 195¢ Reve wy rates 
aeerige tarpazct’ | Tax liability | Effective rate| Tax liability | Effective rate | Tax liability | Effective rate 
$2,000 $400 20% — — — mn 
3,000 600 20% $ 120 4.0% $ 120 4.0% 
5,000 1,000 20% 520 10.4% 520 10.4% 
8,000 1,600 20% 1,120 14.0% 1,152 14.4% 
10,000 2,000 20% 1,530 15.3% 1,592 15.9% 
15,000 3,000 20% 2,522 16.8% 2,900 19.3% 
20,000 4,000 20% 3,526 17.6% 4,464 22.3% 
25,000 5,000 20% 4,520 18.1% 6,268 25.1% 
50,000 10,000 20% 9,520 19.4% 18,844 37.8% 




















cises that may be both progressive in their overall impact and at the same time 
consistent with some of the criteria mentioned above. 


VERTICAL AND HORIZONTAL EQUITY 


(a) Gains in Equity Resulting from Elimination of Rate Graduation 
of Income Tax 


Of all the taxes that are represented in the tax systems of industrialized coun- 
tries, the income tax is almost universally considered the most equitable with 
respect to both the allocation of burdens among different income groups (“ver- 
tical equity”) and equality of treatment of similarly situated persons (“hori- 
zontal equity’’). It is difficult to resist the impression, however, that this con- 
census stems from the comparison of “an ideal type” income tax with other taxes 
as they may be expected to operate in practice. Even a cursory examination of 
the actual operation of the federal individual income tax will show that it has 
strayed rather far from the idealized picture cherished in much of the literature 
of public finance. 
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Even a best constructed income tax is not a perfect index of the ability to pay 
and is bound to contain some discriminatory features. It does not touch accumu- 
lated wealth or income flowing from a stock of real assets. It must be largely 
based on such income as has a monetary counterpart. While it is superior to sales 
taxes or to a broad based system of excises in that it provides personal exemp- 
tions based on the size of family, it does not take account of age distribution of 
families, obligations incurred outside the kinship group, variations in regional 
costs of living, and many other factors. 

It is, however, the actual operation of the income tax that causes serious doubts 
about its equity both with respect to equal treatment of similarly situated per- 
sons and with respect to its impact on different groups in the economy. Such re- 
ductions in the tax base as are due to personal exemptions and deductions could 
perhaps be defended on the grounds of fairness though their level and incidence 
could frequently be criticized. Much less defensible are exclusions from the tax 
base such as home grown food, income from municipal obligations, imputed 
rental income and personal perquisites masquerading as business expenses. What 
is perhaps even less equitable is the possibility of large scale conversion of in- 
come into property, escaping much of the tax burden without corresponding loss 
of economic power. Capital gains, percentage depletion, life insurance and divi- 
dend credit are cases in point. Such devices as pension and profit sharing plans, 
stock options, family trusts and partnerships make a mockery of the nominal tax 
rates. In 1946, for instance, it has been found that progression measured by the 
effective tax rate ceases beyond the level of $50,000 of adjusted gross income and 
that the maximum average rate was less than 50% despite the fact that the maxi- 
mum nominal effective rate was 85.5% in that year.’ 

In effeci, the income tax, as it operates at present, discriminates as between 
bachelors and married taxpayers, fluctuating and stable incomes, human and 
physical capital, labor and property income. It favors the businessmen as against 
the professional man, farmer over the wage earner and higher income groups as 
compared with those in the lower reaches of the income distribution. 

Granted that the equity of the income tax has been seriously eroded in the 
course of time, what effects would the elimination of rate graduation have on 
social justice? 

In the first place, the elimination of rate graduation would go a long way to- 
ward reducing the almost impenetrable complexity of the income tax. This com- 
plexity gives rise to numerous “loopholes” and possibilities of avoidance to those 
in a fortunate position to take advantage of them. For example, the determina- 
tion of the taxpaying unit would cease to be a vexing problem were rate gradua- 
tion eliminated. As it is, income splitting provisions, trusts, and family partner- 
ships lead to situations not compatible with the commonly held notions regarding 
horizontal equity. Similarly, the existence of rate graduation aggravates the 
problem of fluctuating income and causes taxpayer ingenuity to be directed to 
ways and means of timing income and expenses so as to minimize tax liability. 


* Cf. J. Keith Butters, Lawrence E. Thompson, and Lynn L. Bollinger, Effects of Taxation, 
Investment by Individuals (Boston, 1953), pp. 84-89. 
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The ability to time income and its realization is of great importance to the tax- 
payer, yet it often depends on purely fortuitous circumstances hardly related to 
the ability-to-pay principle. 

The elimination of rate graduation would contribute mightily to a fairer treat- 
ment of the capital gains problem, insofar as this problem is made more acute by 
the additional burden of having windfall gains taxed at progressive rates. The 
perennial loophole of municipal bonds interest exemption would lose much of 
its attractiveness under a non-graduated tax. Graduated rates are the chief bar- 
rier to an equitable solution of the “double taxation” problem.* Eliminating 
them would open the way to an equitable dividend credit at the corporate level 
since undistributed profits would no longer offer an avenue of escape from the 
individual income tax. Similar considerations would apply to personal holding 
companies, Clifford type trusts, collapsible corporations and other delights of 
tax counselors. 

Above all, the rather cynical argument that under the present marginal rates 
ranging from 20% to 91% it is incumbent upon Congress to provide all kinds of 
escape devices will lose such limited validity as it may posssess.5 

The list of advantages that would accrue from removal of graduated rates 
from the individual income tax could be extended. 

A number of recent studies provide additional instances of inequities under 
the present income tax and of those due specifically to rate graduation.® 


(b) The Equity Aspects of Non-Graduated Income Tax Combined 
With Progressive Excises 


It is, perhaps, still true that the income tax, in spite of all its faults and short- 
comings, is more equitable than a set of excises that are discriminatory and ca- 
pricious in their incidence. But it must be borne in mind that the construct ex- 
amined here would not eliminate the income tax but instead impose it at a flat 
rate. Thus the deductions and the exemptions that serve to differentiate among 
taxpayers on the basis of their ability to pay would retain their function. But 
the addition of excises could tax command over resources that escape even the 
best implemented income taxation. Expenditures out of accumulated or inherited 
wealth cannot be reached under income tax but can be taxed by excises. Certain 
kinds of expenses at present deducted from business or similar gross income 
could be taxed through excises, provided that the tax is shown separately and 
not allowed as a credit against income tax liability. 

An individual income tax, unless it becomes unbelievably complex, cannot 
fully differentiate among persons. Geographical location, differences in age dis- 
tribution of children, cultural factors, nonkinship responsibilities are all in- 
stances of real differences in ability to pay that can hardly be considered under 

*Cf. Carl S. Shoup, “The Dividend Exclusion and Credit in the Revenue Code of 1954,” 
National Taz Journal, March 1955. 

*See George O. May, Capital Gains Tazation (New York, 1946), p. 22; and Lawrence 
Seltzer, “Capital Gains and the Income Tax,” American Economic Review, 1950, Vol. XL, 
p. 371 and p. 378. 


° For a recent and comprehensive treatment see: Joint Committee on the Economic Re- 
port, Federal Taz Policy for Economic Growth and Stability (Washington, 1955), pp. 251-311. 
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income tax liability. Again, there must be some excises that can partly compen- 
sate for these omissions." 

Perhaps the most powerful argument against selective excises on grounds of 
equity is that they discriminate against those that have the misfortune of pre- 
ferring more of those commodities that are taxed or are subject to the heavier 
rates. The argument is a powerful one and only slightly mitigated by the con- 
sideration that even flat rates of excises would fall unequally on those whose de- 
mand for the taxed good is less elastic. On the other hand, a similar indictment 
can be made against income taxes that fall with unequal weight on persons with 
the same surtax net incomes but varying valuations of leisure and differing op- 
portunities for, say, growing their own vegetables. 

It must be admitted, nevertheless, that it remains an open question whether 
or not selective excises superimposed on a flat rate income tax would, in fact, 
improve the equity of the tax system. It is likely, however, that excises will in 
many instances improve the equity under the income tax. On the other hand, 
there is no reason to believe that on greunds of equity alone selective excises will 
prove superior to the income tax in spite of the latter’s continuing deterioration. 
But no tax can rank highest under every one of the criteria against which a tax 
measure is tested. Were it possible to show that the excises-flat rate income tax 
combination is superior in other important respects to the status quo, then the 
possible inferior equity rank should not preclude its adoption. 


THE PATTERN OF RESOURCE ALLOCATION 
(a) The Case Against Excise Taxes 


The classical case against selective excises may first be stated briefly. Com- 
petitively determined market prices will result in an equilibrium position that is 
optimal. Optimality is defined in the Paretian sense, namely, that no departure 
from this position can improve the welfare of some without reducing the welfare 
of others. An imposition of an excise tax constitutes such a departure. A selective 
excise changes the relative price ratios and thus leads to a resource allocation 
that is less than optimal.* Pareto-optirmality is a necessary rather than a suffi- 
cient condition; it does not concern itself with such problems as the fairness of 
the existing income distribution, nor does it prescribe a unique point that is op- 
timal. Nevertheless, a distortion of the relative prices due to imposition of se- 
lective excises does contravene the necessary condition while a general income 
tax or a general sales tax leaves relative prices unchanged and so does not dis- 
tort optimum resource allocation. 

A number of recent studies criticize the above contention but adopt different 
lines of attack and various methodological approaches. It may be possible, how- 
ever, to synthetise the arguments contained therein under three separate ap- 
proaches. 

The first approach accepts all the assumptions underlying the classical wel- 


* Cf. A. C. Pigou, A Study in Public Finance (London, 1948), pp. 76-80 and p. 114. 

* There are numerous expressions of this position in the literature. See, for example, O. H. 
Brownlee and E. D. Allen, Economics of Public Finance, Second Edition, 1954, pp. 288-290, 
and sources cited therein. 
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fare theorems but points out that for its conclusion inexorably to follow, the po- 
sition before tax would have to be Pareto-optimal.® As a matter of empirical 
fact, it is hard to believe that the pre-tax position is ever that of competitive 
equilibrium. When this is not the case, it can no longer be maintained with cer- 
tainty that an excise will worsen the allocation of resources. No doubt some ex- 
cises will do so. It is also certain that some excises will actually improve it. 

It may be difficult, though not impossible, to say which excises will bring the 
system nearer Pareto-optimality and which will push it away even further. On 
the other hand, if the position before tax is other than that of competitive equi- 
librium, it must follow, in the framework of the new welfare economics, that a 
tax on all outputs (“general” sales tax) or on all inputs (“general” income tax) 
is incapable of improving the allocation of resources. Such a tax will maintain 
a status quo that is less than optimal.’® 

The second approach challenges the welfare theorems as incomplete. That 
competitively determined market prices will, of themselves, bring about opti- 
mum resource allocation can be shown if, inter alia, it is assumed that there are 
no external economies in the system." For a social decision such as a tax policy 
to exclude external economies appears untenable. But the moment they are in- 
troduced, the blanket indictment of excise taxes is no longer valid. Again, it is 
at least conceivable that there are excises that may improve the allocation of 
resources when external economies are introduced into the picture. It has long 
been accepted, for instance, that some adjustments in the form of taxes and sub- 
sidies will reduce the divergence of social and private benefits. The marginal cost 
controversy established that interference with competitive prices may be called 
for when a firm operates in a range of output where its marginal cost curve is 
below its average cost.!* 

The third line of approach adopted by the critics of the “burden of indirect 
taxation” questions the relevance of the static framework for tax policy deci- 
sions. When savings and leisure are allowed to enter the welfare economics 
framework, the question of optimal resource allocation at a point of time be- 
comes less poignant and a number of problems connected with growth acquire 
significance. These points will receive attention below. 


(b) The “Corrective” Distortion of Selective Excises 


Perhaps the most significant way in which selected excises may improve al- 
location of resources is by increasing output given the total of productive serv- 
ices and the state of arts. This can be done by the imposition of excises that affect 
the willingness to work and/or the price of leisure. 


*Cf. M. Friedman, “The Welfare Aspects of an Income Tax and Excise Tax,” Journal of 
Political Economy, February 1952, pp. 25-34. 

* Cf. Denstone Berry, “Modern Welfare Analysis and the Forms of Income Distribution,” 
in Income Distribution and Public Policy, edited by Alan Peacock (London, 1954), p. 50. 

™ See Kenneth J. Arrow, “An Extension of the Basic Theorems of Classical Welfare Eco- 
nomics,” Proceedings of the Second Berkeley Symposium on Mathematical Statistics and 
Probability (Berkeley, 1951), p. 516. 

* See R. H. Coase, “The Marginal Cost Controversy,” Economica, August 1946, and sources 
cited therein. 
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A principle established by Ramsey in 1927 shows clearly that, on the assump- 
tion of linear supply and demand functions in the factor and product markets, 
least distortion of the optimal pattern of resource allocation will result from ex- 
cises whose rates vary inversely with price elasticities of demand.’* When de- 
mand for leisure is empirically established to be less than infinity, it would follow 
that such a differential pattern of excises will actually raise output over the level 
achievable by even the most general income or sales tax.'* 

Income tax, even without loopholes or without progression, is, in fact, a sub- 
sidy on leisure or a penalty on effort. There is some reason to believe that money 
illusion may be enough of a factor to cause the supply of labor under a general 
sales tax to exceed the supply of labor under a general income tax. There is little 
question, however, that it may be possible to increase output (or reduce leisure) 
by imposing excise taxes at sharply differentiated rates, i.e., by taxing “necessi- 
ties” at high rates and “luxuries” at low rates. If bread is taxed at a high rate and 
theater admissions at a low rate, an excise tax revenue equal to that which could 
be collected by an increase in income tax may lead to greater effort and output. 
Whether or not such taxes are in the public interest would depend on the need 
for additional output. 

When it is realized that there exist economically significant relationships that 
are not reflected in the operation of the price system, a positive case can be made 
for imposition of excises in such a way as to improve the allocation of resources. 
The undoubted relevance of external economies for tax policy decisions calls for 
a number of corrective measures that can be dealt with through the mechanism 
of selective excises. Though they are by no means the only means of adjustment 
conceivable, excises (and subsidies) appear to be far better suited to the task 
than either income or sales tax. 

The most important, though the most nebulous form of external economies, 
is that giving rise to divergence of social and private cost. For example, a tax 
on tobacco can be defended in the framework of Paretian welfare economics, 
without any sumptuary or paternalistic undertones, in the following manner: 
The imposition of the tax causes the smoker to give 1p either income or satisfac- 
tion from smoking. On the other hand, it is possible that, were the consumption 
of cigarettes to diminish, the society as a whole would gain because, say, of 
lesser incidence of lung cancer, resulting in saving in construction of hospitals, 
detection centers, and so on. It is conceptually possible to compensate the 
smokers and yet to reach a higher level of satisfaction by the society as a whole. 
In the event that a tax does not reduce consumption of cigarettes to any appre- 
ciable degree, the tax may be viewed as a payment in advance for the health and 
rehabilitation facilities that have to be incurred. 

This example illustrates, first, that it is possible to find excises that would 
bring the society nearer the optimum and, second, that it is almost impossible 
to decide on the rate of tax to be imposed. Indeed, even when there may be sound 


* Frank P. Ramsey, “A Contribution to the Theory of Taxation,” Economic Journal, 
March, 1927. 

* Cf. I. M. D. Little, “Direct versus Indirect Taxes,” Economic Journal, September 1951, 
pp. 580-584. 








428 ALEK A. ROZENTA 


economic reasons for the imposition of a specific tax, there seems to arise the 
almost insuperable problem of determining the rate of tax. This problem is not 
unique to excises. For example, in the case of a progressive income tax, progres- 
sivity may have general acceptance, but there is no scientific principle that 
would determine the degree of progression. 

Other types of external economies are less frequent and, consequently, provide 
less scope for selection of excises that would reinstate the pattern of resource 
allocation disturbed by the existence of such economies. But even here recourse 
can be had to Pigou’s immortal smoke nuisance. Patent fees, for example, can 
be regarded as an instance of an excise that takes cognizance of an external 
economy accruing to a producer who can draw on the scientific treasure of the 
society. 

The individual income tax with its rate graduation extending to the present 
very high levels invites tax dodges and tax avoidance. Apart from their invidious 
effects on equity, high rates tend to deflect taxpayer ingenuity into tax sheltered 
avenues frequently of little economic rationale and low social productivity. The 
direction of economic activity, the form of business organization, and the flow 
of resources in general are often distorted by the existence of high marginal rates. 
Some of these undesirable effects would remain even if the very highest rates 
were eliminated. In fact it may be doubted whether a maximum rate, say, of 70% 
instead of the 91% would go far in preventing misallocation of resources re- 
sulting from the operation of the income tax. So long as rate graduation exists 
there is both temptation and opportunity for patterning economic activity ac- 
cording to immediate tax benefits rather than on the basis of economic efficiency. 
But a non-graduated income tax may be expected to restore a substantial meas- 
ure of economic rationality to entrepreneurial decision-making, especially if it 
were possible to combine it with judiciously selected excises that would have the 
effect of further discouraging some of the grosser distortions of the resource flow. 
Suppose, for example, that it is true that too many resources are, at present, di- 
rected to oil drilling and exploration.1* The removal of rate graduation would 
act as a corrective, but, in addition, it may be possible to impose an excise tax 
on some of the oil drilling equipment in a form that would not be deducted from 
gross income as yet another development or exploration expense. 


EFFECTS ON CYCLICAL STABILITY AND THE RATE OF ECONOMIC GROWTH 
(a) Cyclical Stability 


The removal of the rate graduation from the individual income tax would 
have the effect of reducing the “built-in-flexibility” of the tax system. While the 
retention of exemptions would leave some of the cushioning effect of tax collec- 
tions related to changes in income, the automaticity of the adjustment will be 
impaired. As income rises, a greater proportion of income enters the tax base 
and thus, with given tax rates, tax collections increase faster than income. The 
opposite is true in a period of falling income. But the elimination of rate gradua- 
tion tends to attenuate this countercyclical influence. 


* See D. H. Eldridge, “Tax Incentives for General Enterprise,” Journal of Political Econ- 
omy, June 1950. 
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This undesirable by-product of substitution of excises for graduated income 
tax, should not, however, be exaggerated. A recent study points out that with the 
present income tax rates and exemptions the offset due to built-in flexibility is 
not likely to exceed 15% of a change in the level of national income.*® 

In order to offset even 30% of a $25 billion drop in national income, changes 
in rates and exemptions would have to supplement the automatic operation of 
the income tax collections. It is at least arguable that changes in excise rates are 
as likely to pass Congress as would changes in income tax rates and/or increases 
in the levels of exemptions. The latter, in particular, may prove particularly 
sticky in the event that a sudden rise in income would call for their reduction. 
In inflation the disadvantage of reduced sensitivity would be partly offset by the 
consideration that excises lead to curtailment of spending. 

Moreover, a set of excises that is progressive in its impact is likely to be highly 
income-elastic. Thus, in a period of rising income the tax base subject to excises 
will rise faster than income and the converse would hold true when income falls. 
It would appear, therefore, that undue emphasis should not be given to the al- 
legedly lower cyclical resilience of the flat rate income tax-selective excises com- 
bination. 


(b) The Rate of Economic Growth 


A necessary, if not a sufficient condition of economic growth is an increase in 
the rate of growth of real output. For those who believe that the crucial determi- 
nant of the rate of growth of real output is the rate of capital formation, the chief 
obstacle to a more rapid rate of economic progress is the “shortage” of savings. 
For them the “surplus” of savings is a myth. Indeed, under the neo-classical as- 
sumption of the ability of a modern democratic society to maintain full em- 
ployment, the classical dictum that the limiting factor of economic progress lies 
in the flow of voluntary savings becomes very persuasive. 

On the other hand, there is a powerful body of argument to the effect that too 
much emphasis should not be placed on investment as against consumption and 
that the increased flow of savings will tend to foster a long-run deflationary 
bias in the economy and thus bring the danger of secular stagnation so much 
closer.17 The argument merits attention. In spite of the fact that the events of 
the last fifteen years did not bear out the gloomy forebodings of the secular stag- 
nationists, the arguments of the Hansen-Higgins School cannot be dismissed 
lightly. There exists, however, an impressive case supporting the diametrically 
opposite point of view.'* The efficiency of a free society in dealing with the in- 
flationary pressures incidental to the maintenance of full employment and free 
unions at the same time is uncertain at best. It appears that politically, at least, 


* Cf. Joseph A. Pechman, “Yield of the Individual Income Tax During a Recession,” Na- 
tional Tax Journal, March 1954, p. 10. 

™ See, for example, the testimony of Alvin H. Hansen before the Finance Committee, U. 
S. Senate, Hearings on H. R. 8300, April 1954, p. 2423. 

* For example, David MacCord Wright, “Prospects for Capitalism” in Survey of Con- 
temporary Economics, Vol. I (Philadelphia, 1948) ; George Terborgh, The Pogey of Economic 
Maturity (Chicago, 1945), and “Agenda for Age of Inflation,” The Economist, London, Au- 
gust 18 and 25, 1951. 
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less opposition will be encountered when deflation rather than inflation is the 
issue. As some wit is said to have remarked: “We may not know exactly how to 
deal with a recession but give us a depression and we shall get out of it in no time 
at all.” 

If the importance of promoting a greater rate of voluntary savings is granted, 
a non-graduated income tax combined with selective excises is vastly superior 
to the status quo. 

The reason for this superiority is two-fold. On the one hand, the elimination 
of graduated rates of income tax will remove much of the alleged disincentive 
effect of that tax on risk-taking, on the supply of loanable funds, and on the 
demand for investment outlays. On the other hand, the fact that the major part 
of the progressivity of the tax system is derived from selected commodity taxes 
tends to favor savings. To the extent that the selective taxes are avoided by ac- 
cumulation of assets and non-spending on taxed commodities, the progressive- 
ness of the tax structure will, of course, be blunted. But this will be partly offset 
by the fact that some of the desired adjustment that motivated the imposition 
of these excises will take place because the demand for the taxed commodities is 
reduced. 


ADMINISTRATIVE AND REVENUE CONSIDERATIONS 
(a) Administrative Ease 


In the preceding paragraphs an effort was made to indicate that quite apart 
from the advantages that would flow from the removal of rate graduation of the 
income tax, excises can be defended on their own merits. 

But it is one thing to indicate the kinds of excises that may be used and quite 
another to specify the precise commodities that are to be taxed and the rates at 
which these excises are to be imposed. This difficulty is compounded when it is 
remembered that the set of proposed excises has to be progressive in its impact 
and at the same time include the “corrective distortions.” 

The problem is a large one. The imposition of an excise that is to raise a sub- 
stantial amount of revenue leads to changes in factor and product prices, and 
its final incidence may not be the one intended. Not enough is known about the 
process of shifting, industrial pricing practices, and demand elasticities to make 
a reasoned appraisal of the precise burden of a set of selective excises. Never- 
theless, it is not necessary that every single excise be both progressive and cor- 
rective at the same time. Were it possible to prescribe a number of exercises that 
would be progressive in their overall impact and ‘hat would contain measures 
specifically designed to remove some oi the grosser inequities or that bring al- 
location of resources nearer optimality, the case for their introduction would be 
strong indeed. 

The substitution of selective excises for income tax graduation would simplify 
overall tax administration. The compliance problems would certainly diminish, 
and so would the problems of enforcement and prevention of evasion. The op- 
portunities for avoidance may also be expected to be less. 
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Finally, from the standpoint of political feasibility, excises, differentiated and 
discriminatory as they may be, have some obvious advantages over more daring 
tax reform proposals that may in principle alleviate some of the grosser short- 
comings of the present Federal tax structure. As compared with such measures as 
capital levy, cumulative averaging, graduated spending tax, or net worth tax, 
excises have this in their favor—that they have been in use for a long time, that 
there is a staff equipped to deal with them and that much valuable experience 
and skill have been accumulated. 


(b) Implications for Revenue 


The removal of rate graduation from the individual income tax would re- 
duce the revenue yield by some 4 billion. This figure is arrived at as follows: 
Individual income tax collections for fiscal 1955 are estimated at between 30 
and 31 billion. From this total has to be subtracted the amount of refunds, 
about 2.8 billion. Thus, the net income tax collections were slightly below 28 
billion in fiscal 1955. The elimination of rate graduation and tax collection 
at the lowest rate of 20% applied “across the board” would yield about 24 
billion when it is assumed that the tax base is in the neighborhood of 120 
billion. It must be noted, however, that to the extent that national income is 
rising, the proportion of surtax net income to adjusted gross income will tend 
to rise also and under those conditions the yield differential due to removal of 
rate graduation may be underestimated. Against this consideration would mil- 
itate the fact that the erosion and corrosion of the income tax base tends to 
operate in the direction of reducing the income tax base. 

The expectation that the income tax base as a percentage of personal income 
will increase is based on the belief that much of the present devices will lose 
their attraction. For example, conversion of income into capital gains would, 
at best, reduce tax liability by 10 percentage points as compared with the pres- 
ent situation where the alternative tax option may result in reduction of the 
tax liability from the maximum effective rate of 87% to 25%. It is also fairly 
certain that the purchases of municipal bonds by individuals will fall. 

Assuming, therefore, that some 5 billion could be added to the income tax 
base, selective excises would be called upon to provide about 3 billion of ad- 
ditional revenue. Viewed in this light the problem is that of so rearranging the 
present set of excises as to increase the yield from some 10 billion to 13 billion 
while at the same time making the federal excises progressive and including 
among them a number of corrective measures. 

It may well be that in order to achieve this goal some procedure on the lines 
similar to those followed by the British Purchase tax would be required.’® 
From the equity point of view higher rates of tax should be imposed on com- 
modities with high income elasticity. Revenue considerations would call for 
higher rates on commodities with low price elasticity of demand. To interfere 
least with resource allocation, the supply elasticity should be very low. It is 


* Cf. John F. Due, “Sales Taxation in Western Europe: A General Survey, Part I,” Na- 
tional Tax Journal, June 1955, pp. 179 and ff. 
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clear that the number of commodities that would simultaneously satisfy all 
these requirements must be very small. Rembrandts, at least the genuine ones, 
would be one of the few goods so placed. 

To make the set of excises progressive in their impact and at the same time 
to raise an additional 3 billion or more (if some of the existing excises are to 
be eliminated) would call for a great deal of judgment and empirical knowledge. 
But against the difficulties of selection have to be put the easing of adminis- 
trative and compliance problems that would follow the removal of the rate 
progressivity from the individual income tax. Indeed, the tax collection agencies 
have over a period of time amassed a large amount of data and information 
that should help in the task of selection. 

A few suggestions may perhaps be in order. It should be clear that these 
suggestions are tentative and do not even attempt to tackle such problems as 
the effects on the rate of output, commodity substitution, evasion and similar 
matters. 

Thus it would appear that some measure of progressivity as well as con- 
siderable additional revenue could be derived from a modified tax on liquor. 
The present liquor tax is said to be regressive. It has, however, a low price 
elasticity of demand, and the element of regressivity appears to be due in large 
measure to the fact that the tax is proportional to the quantity purchased. An 
excise tax that is graduated according to the quality of liquor or the place of 
sale (e.g., liquor shop as contrasted with a night club) will impart some pro- 
gressivity to the tax, though it may be impossible to predict not only what will 
be the degree of progressivity, but also what the revenue is likely to be.?° 

Similarly, it is known that purchases of new automobiles are highly income- 
elastic and that a much greater proportion of expensive cars is purchased by 
higher income groups. A tax that is graduated according to the make (or to 
the price) of the car can not only present a very attractive source of revenue 
but can also be made sharply progressive.4 

In general, it appears that both the yield and the incidence of a number of 
excises could be considerably improved either by adoption of ad valorem taxes 
or, when these are already in existence, by graduation of those rates according 
to some objective standard. This principle could be applied to furs and jewelry, 
less so to cosmetics and luggage.?? 


SUMMARY AND CONCLUSIONS 


The case against indirect taxes in general and selective excises in particular 
holds only in special, rather artificial, circumstances, seldom relevant for tax 


” Cf. U.S. Treasury, Division of Tax Research, “Federal Excise Taxes on Alcoholic Bev- 
erages,” July 19, 1948, (mimeo). 

™ Cf. Federal Reserve Bulletin, July 1954, “Consumer Purchases of Durables in 1953” and 
particularly tables on p. 480. 

= Cf. U.S. Treasury, Division of Tax Research, “Federal Retail Excise Taxes,” October 6, 
1947, (mimeo). Also “Excise Taxes, United States, Canada and United Kingdom,” October 1, 
1944, (mimeo). 
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policy decisions. In particular, it appears that the alleged superiority of the 
income tax over the excises can be upheld only when an “ideal type” income 
tax is contrasted with the capricious incidence of excises. 

The growing dissatisfaction with the actual operation of the Federal income 
tax has led to powerful pressures for reduction of its rates. It also lends support 
to demands for special concessions and extension of the application of the 
“most favored taxpayer” principle. There is a feeling in the Congress and in 
the Administration that greater weight should be given to the consumption 
taxes. Under these circumstances there is interest in considering the merits 
of a tax system whose mainstay is a non-graduated income tax on top of 
which are superimposed selective excises, progressive in their impact. 

The selection of such a set of excises should aim at improving the fairness 
of the tax structure by taxing command over resources that escape income 
taxation, by taxing real income differentials that income tax cannot recognize, 
and by removing the numerous inequities that arise out of graduated rates of 
the individual income tax. 

In addition, excises should be imposed that, although they do not promote 
or sometimes even contravene the desiderata of equity, are calculated to im- 
prove the allocation of resources. Allocation of resources can be improved by 
adjusting for divergencies of social and private cost. Yet other excises may 
enhance the efficiency of the economy by calling forth a greater volume of 
market-oriented activity. 

Lastly, if it is believed that “exhilaration” rather than “stagnation” is the 
long-run prospect of the economy, excises should be selected that promote a 
faster rate of capital formation by stimulating saving and investment. 

This paper purported to show that a combination of non-graduated income 
tax plus progressive excises may be superior to the present income tax and 
Federal excises. From the standpoint of resource allocation this superiority, 
though somewhat nebulous, is conceptually valid. From the standpoint of 
equity the superiority is less certain, on balance, though demonstrated in a 
large number of instances. The inferiority of the combination for purposes of 
anticyclical fiscal policy does not appear to be critical. With respect to economic 
growth and ease of administration the advantages of the suggested reform of 
the tax structure appear to be definite and substantial. 
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Critics charge that universities have failed in the teaching of economics— 
that, in spite of the many persons exposed to “higher learning,” the citizenry 
are ignorant of the workings of the economic system. The charge is of course 
true. We have failed. 

Let discussion of all possible reasons be welcomed. In this essay only one 
part of one hypothesis is explored. Its nature may be indicated by means of 
the following propositions: 

(1) Our failure does not prove the impossibility of the project. 

(2) in relation to the difficulty and the importance of the task, our effort 
has been too small. 

(3) One serious defect in our effort is that we do not put a sufficient number 
of students through a sufficient number of courses aimed specifically at an 
understanding of economic theory.’ 

(4) One reason for this defect is an ambiguity, in the minds of faculty 
members throughout universities, about the nature and role of the discipline 
of economics—an ambiguity which results in faults of curriculum both as to 
formal requirments and as to the advising of students. 

(5) Sources of a false impression of ambiguity are inherent in the logical 
relationship between the discipline of economics and the discipline of business. 

The first four propositions are here treated as assumptions, the discussion 
of which, if it is desired, must be carried on elsewhere—although this paper 
may incidentally touch upon them. The special task undertaken here is to 
explore the fifth proposition and attempt to remove the ambiguity. A conviction 
that such exploration would be welcome has arisen out of discussions with 
numbers of men, especially in the field of business. Indeed, it was a specific 
suggestion from a colleague in that field which has brought to the point of 
action a general inclination to undertake the task. 


I 


The sense of ambiguity appears to have its roots in the following facts. First, 
the term “economics” may be used, without violation of the logic of the word, 
to refer to any of a number of distinguishable studies. Second, two of the 
studies to which the term might reasonably be applied are “business” on the 


* For criticism at various stages, the author is indebted to Mr. George M. Woodward 
and Professors Robert L. Bunting, Dudley J. Cowden, and Willard J. Graham. 

*In passing, I cannot refrain from recalling that in some universities all but relatively 
few students can graduate without a single course in economics as such. Moreover, many 
courses which are taken as economics are not seriously intended to develop a firm grasp 
of the logic of free enterprise. 
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one hand and “economics,” in the traditional sense of “political economy,” on 
the other. Third, the fact that there are crucial elements common to these two 
studies—-the elements which make defensible the application of the word to 
either—makes reasonably easy the growth of a confusion which results in a 
blurring of the distinction between the fields. 

The essential kernel of meaning in “economics” of course derives from the 
picture of a private person “economizing,” “getting along on his income.” 
Actually, the economizing person economizes also his ability to get income. 
Such amount of his resources (time, energy, wealth) as he devotes to the 
acquisition of purely pecuniary income, he is seeking to put to the most re- 
munerative use. Moreover, he is trying to suit his taste as to how much of 
his total-resources he shall withhold from the pursuit of pecuniary income, in 
favor of enjoying the resources directly—putting them to “leisure” uses. The 
fundamental conception, then, is one of a person economizing whatever he 
has, for the purpose of getting the most of whatever he is after. 

It would be possible to study the “economics” of an individual in any de- 
finable situation. To do so would be to study those facts and processes a knowl- 
edge of which would be of use to that individual in his economizing. Complete 
study of even just one person would be all but endless. Everything he does and 
every circumstance impinging upon him is potentially a subject of study, for 
each of these has aspects which help determine either what he has (his re- 
sources and technology) or what he is after (his “values” or “ends”). Notably 
his means, and indeed in some sense his ends, will depend upon what others 
are doing and will do, and on how they will react to what the individual does. 
Thus it is almost certain that the study starting under the head of the “eco- 
nomics” of an individual could include all of life. 

It would, to be sure, be thought fantastic to attempt such a study of any 
individual. The most extreme step actually contemplated in that direction 
would—it is banal to say—-still deal with classes of persons. To the idly specu- 
lating mind the possible categories are endless in number. Suffice it to say, 
however, that in fact certain principles for the selection of classes have been 
tacitly adopted, so that if any such studies are pursued they refer to categories 
which are quite obvious and familiar. The classes are set up by reference to 
what may be called interest-aspects of persons and result in viewing men only 
in their capacity as consumers or only in their capacity as sellers of some 
productive service (thus of course involving a partial view of the persons in- 
cluded). 

The former of these viewpoints is familiar in connection with “consumer 
economics.” The case well illustrates the scope which a field may develop in 
the name of a study of economizing by the individual. The particular actions 
which constitute the “best” behavior for a consumer depend upon facts refer- 
ring to an enormously broad sweep of considerations—including, at least, what 
is good taste, what can be done with goods, and the availability of goods. Thus 
it is not strange that a start from this viewpoint does on occasion lead special- 
ists in “consumer economics” to a consideration of aesthetics, psychology, 
anthropology, sociology, ethics, food preparation together with other “home 
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economics,” consumers’ research, and problems of marketing (involving pro- 
duction) related to the standardization of goods and quality labeling. Personal 
finance, architecture, and elementary engineering would be by no means amiss 
for the homemaker. But the joy of consumption is influenced by numerous 
other things. Creation of beauty as well as its appreciation is important, and 
this fact might recommend design, musical training, painting, and other fine 
arts. The art of conversation is notable in creating enjoyment, and would be 
furthered by English, foreign languages, literature, history, politics, military 
science, vocal training, so on and on. If this list constitutes a reductio ad 
absurdum, its purpose is a serious one and not merely to ridicule. 

Moreover, among the types of knowledge useful to consumer economics, the 
type relevant to the availability of goods must be brought to the fore. A liter- 
ally complete study would have to recognize that the purchase opportunities 
of a consumer are determined by the outcome of a process of interaction among 
all economizing entities in the society—that is, by “the market.” From the 
standpoint of his own interest, the conceptually ideal procedure of the con- 
sumer would be to exhaust the possibilities of economics for identifying (pre- 
dicting) special opportunities. This means he would have to study the modes 
of action of consumers-in-general as such, of business men coordinating pro- 
ductive services toward supplying goods, and of owners of productive resources, 
together with the interaction among consumers, businessmen, and owners of 
productive resources and the resulting fixation of prices of goods and of pro- 
ductive services. In trying to gain insight into these matters, he would be deal- 
ing with the theory of demand, the theory of cost of production and supply, 
and the theory of the pricing of goods and of productive services. In short, he 
would be dealing with the “positive” or “prediction” aspects of the study 
usually referred to as “Price and Distribution” or “Economic Theory,” and 
the study of money and employment—studies which together constitute the 
core of “economics” in its traditional meaning. 

It was suggested earlier that we could study the private economizing of an 
individual in any given set of circumstances. We could investigate what would 
be his best procedure when he was concerned with himself as a seller of labor, 
as a seller of the services of land or of capital, or as a seller of some subtype 
of one of these. On occasion and to an extent we do. And we can and do study 
the private economizing of the entrepreneur. Doing so would seem to be the 
specific characteristic of the discipline of business. 

It would be simple but drearily repetitious to show that a full study of 
private economizing from any one of these points of view would be similar 
to that of consumer economics in the sense that an extremely broad group of 
disciplines have some relevance to the attainment of ideal economy. Suffice 
it for the present to say that in each case two points concerning economics 
would emerge. First, in each case it would be not only defensible but actually 
necessary to cover prediction economics. Second, a specialist, in consumer 
economics for example, might well enough come to believe that anyone calling 
himself an economist had a responsibility to study everything relevant to con- 
sumer economics and that indeed economics was merely the same thing as, 
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or at least only a part of, consumer economics. A specialist in labor, in capital, 
in land, or in any of various even more restricted spheres might come to 
believe the corresponding thing. 

And so might a specialist in business come to believe that clearly distinguish- 
ing the discipline of business from the discipline of economics was an artificial 
act. His reasoning perhaps would run, “On the one hand, does not economics 
depend upon knowledge especially appropriate to my study of business and, 
on the other hand, does not my field use economic prediction?” And the 
practical conclusion with respect to the topic of this paper may on occasion 
be, “Surely we need not emphasize a need of distinct courses toward a mastery 
of economics, for that mastery is to be expected as a by-product of my field.” 
Thus, it is not unheard of for a key curriculum-maker to say that, at least 
beyond the elementary course, students learn plenty of economics in business 
courses. 

Actually, the fact that economics depends upon knowledge concerning the 
businessman cannot constitute a reason for slurring the distinction between 
the two fields. Economics requires knowledge of logic, a language, arithmetic, 
and other fields; but we are not usually tempted to fuse economics into any 
of these. Moreover, as to the interest-aspects of men, economics needs knowl- 
edge of them all—of the consumer and of the supplier of services, as well as 
of the coordinator of services, the enterpreneur or businessman. 

Neither can the reverse and contradictory line of reasoning hold: that eco- 
nomics is simply a part of business study because business study uses eco- 
nomics. The same argument would similarly place economics within any of 
the other possible studies of private economizing interests. Furthermore, so 
are all the familiar “departments” of study—English, logic, mathematics, 
biclogy, and the rest—somehow applicable to each and all of the studies of 
particular economizing interests so that they too might with similar reason 
be placed under business or under one of the other studies mentioned. There 
is in fact some drift in this direction. But neither economics nor the other 
disciplines mentioned is specific to the study of any of these particular econ- 
omizing interests. Indeed, it is in part precisely because these studies do bear 
on so many interests that they have so universally been set up as separate 
departments. 

Now, ay of these studies, including prediction economics, could be carried 
on by refe 2... to what it meant to the businessman, to the musician, to the 
physicist, tc the physician, to the student of language, or to what not. If, how- 
ever, the mastery of any of these fields is left to occur in a selection of courses 
made by reference to the needs of the musician as such, or of the business- 
man as such, it is scarcely to be taken for granted that the desirable learning 
will be achieved. The reason concerns the focus of attention of students on the 
one hand and the division of scholarly labor among instructors on the other. 


II 


With reference to the focus of attention, it is sometimes emphasized that 
often in a business course the instructor makes points which tend to contribute 
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to the appreciation of economics. That is unquestionably true. Similarly, in- 
structors in economics must often make points which are relevant to the 
management of business; yet a curriculum devoted exclusively to economics 
is not to be recommended for a student who wishes to get the most that 
academic training can give him for purposes of business management. The 
need of a student who is to arrive at economic literacy is to have his thoughts 
consistently directed, without diversion, toward integration into a method of 
thinking about matters of economic interaction. Where the purpose of a course 
is other than this, sound treatment of such topics as are germane to prediction 
economics should make a welcome contribution of insight, stimulation, and 
drill; but it can scarcely make up for a lack of courses unequivocally taking the 
mastery of prediction economics as their specific goal. 

The issue of division of scholarly labor pertains to attainment, main- 
tenance, and improvement of mastery of the field taught. If good results are 
to be hoped for, the teaching of the various disciplines cannot in a university 
be allowed to be done by men who themselves have learned but incidentally. 
Much harm is done by the universal expert. Now undoubtedly, in absolute 
numbers, many men engaged in educating students for business are perfectly 
able to offer excellent instruction in economics. But it is by no means a dis- 
paragement of our colleagues to say that probably an increasing majority do 
not themselves feel prepared to do so even in a course devoted to the subject— 
to say nothing of weaving the strands of economics in their business courses so 
cunningly as to leave the student with an integrated method. If I am not mis- 
taken, most of them would be quick to disavow any such readiness; and indeed 
it is not uncommon for an instructor, in response to a student’s tentative argu- 
ment, to confess, or possibly boast, ignorance of economic theory. The specialist 
in business presumably finds himself well occupied in being a master of his own 
field of specialization; his feeling so must be a necessary condition for making 
it a university field. It can scarcely be overemphasized, that in general the rele- 
gation of traditional disciplines to an incidental status will result in superficiality 
and cumulative error. 

There is a decisive objection to treating economics as a by-product of business, 
quite apart from the question of whether students seeking the main product 
would in fact incidentally master also economics. Even where economics is of- 
fered in clearly labeled and properly orientated courses, a close identification 
of the two disciplines contains no small danger that the availability of economics 
will be essentially lost through a pervasive uncertainty about the locus of the 
crucial study—that, indeed, innumerable students of greatly varied special aca- 
demic interests, and their advisers, may be left with an impression that to add 
economics to their studies requires becoming immersed in the study of business. 
If the by-product approach actually rules, in the sense that economics is largely 
taught within business courses, economics will be effectively unavailable to a 
large proportion of the students of the university. 

It is intended that the statements above shall not be interpreted to deny that 
economics and business can be successfully combined in one organizational unit 
of a university. That question is a legitimate one; but to allow it to become cen- 
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tral in this discussion would deflect attention from the purpose, which is to clarify 
some of the background for assuring conditions necessary for a fruitful relation- 
ship between the disciplines. The following parenthetical remarks may, however, 
contribute to the central aim. 

Contemplation of practice where the two fields are combined may lead some 
observers (1) to wonder whether there is not, inherent in the arrangement, some 
difficulty for the maintenance of the necessary conditions and (2) to suspect 
that actual convictions, as reflected in practical decisions, deny the presumption 
of close relationship which is often believed to recommend combination. It is 
clear that successful combination requires that the instruction intended to pro- 
vide mastery of economics be offered by specialists in economics and in courses 
devoted to the subject so as to keep the objective clear, and that there be keen 
awareness of the relationship between the studies, not only among colleagues in 
the two fields, but also throughout the rest of the university. It has been pointed 
out above that thorough awareness of the relationship is not to be taken for 
granted. Speaking of the better schools, at least, one may say that courses spe- 
cifically recognized as economics are taught by economists. However, with respect 
to the requirement of unambiguous objectives of courses, the following failure 
is by no means always avoided: namely, that, for students of business, courses 
are considered less important, or even more suspect, roughly in proportion as 
they are more unmistakably aimed at mastery of those methods and perspectives 
which constitute the special charge of economists. This fact is due in part to the 
confusion which tends to grow under combination and to leave as a residue the 
idea that the studies of business and economics, if not one and the same, are at 
any rate not sufficiently distinct to require emphasis upon the difference. In part, 
too, the fact may be due to a conviction that, for business management, predic- 
tion economics as such after all does not rank high in the scale of relative impor- 
tance—presumably not because it aims at nothing useful to the manager, but 
because those aspects of economic interaction which are important to him are 
restricted in number and scope and, moreover, are relatively obvious in the light 
of thought upon his immediate business and thus need not be studied as part of 
a large body of thought upon interaction. (A businessman scarcely needs an 
economist to tell him, for example, that his oil burners will be in greater demand 
if the price of fuel oil falls.) This belief in the relative unimportance of econom- 
ics to the businessman as such probably has much justification; but it casts 
doubt upon the notion that the relevance of economic prediction to private busi- 
ness economizing creates a strong link between the study of business and that 
of economics. 


Il 


It was said above that the discipline of economics is not specific to the study 
of the economizing of the businessman, the consumer, the owner of productive 
resources, or the member of any of the familiar interest groups. This statement 
implies that there is for economics a guide to the focus and scope of attention 
which is different from the guide applicable to a study of any one of the private 
economizing interests. The existence of such a guide derives from the specific 
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characteristic of economics: that of a study of the economizing efforts of an en- 
tity different from, although uot excluding, the interest groups previously men- 
tioned. The entity is of course society, and the study is that of social econo- 
mizing. 

The idea that economics differentiates itself by concentration upon social 
economizing is familiarly stated as, “Economics takes the social point of view.” 
In this form it has on occasion irritated some scholars of business who inferred 
that the discipline of business was being accused of taking an “anti-social” point 
of view. Let us firmly note that this is not the point. 

Still, apparently apart from this misunderstanding, it is sometimes denied 
that taking the “social” viewpoint differentiates economics from the study of 
business. (Reference is now and again made to a recent emphasis on the “social 
responsibilities of management.”’) The ensuing discussion will suggest that such 
a denial would (1) logically preclude purveyance of business education clearly 
adapted to a framework of free enterprise and (2) in so doing commit the field 
of business education to a curriculum far different from the common one and 
almost certainly unacceptable to teachers of business. 

What the denial in question ultimately suggests is that the separation of pri- 
vate affairs and social affairs, and hence of the separate studies of these, is in- 
appropriate. Such a supposition implies something about the nature of the so- 
ciety upon which the study is to bear; and it should be instructive to enquire 
what kind of society would render the denial appropriate. Such a society can 
of course be imagined. It would exist to the extent that every person, in each of 
his actions, disregarded any of his own urges except the urge to advance the 
social interest, however that might be defined. The familiar picture of the bee 
society gives us the ultimate case of this sort: one in which, presumably by 
reason of instinct, a complete fusion of social and individual interest occurs. 
To imagine a parallel in human society, we should have to visualize a culture 
in which literally all actions were dictated by tradition so that any individual 
urges of a conflicting nature were submerged. There, studies of individual busi- 
ness and of social business, if there were any such studies, would be one and the 
same. 

Similarly, in a dictatorship which was “perfect” (with respect to complete- 
ness), no distinction would be possible. In such an impossible system literally 
no move would be made except by specific direction of the dictator, so that no 
person would have private problems any more than does a man’s arm. 

Such societies, however, have little to do with the societies which may rea- 
sonably be supposed to be pictured in the minds of persons espousing the idea 
that studies of private and of social affairs are not logically separable. We shall 
move toward a closer approximation if we (1) introduce genuine individual de- 
cisions by supposing that actions are not in full detail dictated under coercion 
(whether force or tradition) and (2) yet retain the inescapability of the social 
interest by supposing that the individual person is expected, and has an over- 
whelming desire, to decide all actions by reference to the social interest. In this 
society, too, social and private afflairs would indeed by inseparable. 
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The requirements for living in this sort of society should be noted with care. 
To make good decisions, the individual must have two kinds of knowledge. First, 
he must know the impact of each action in a mechanical sense—that is, he must 
know prediction economics. Second, he must have some means of putting to a 
test the relative desirability of different mechanical effects which he might cause. 
One type of effort to solve these problems is to submit all decisions for the ap- 
proval of an arbiter who is to judge mechanical impacts and coordinate actions 
into a pattern according to his own value system, which is taken to represent 
that of the society. Here we should of course have a collectivism. It would be a 
“voluntaristic dictatorship,” imaginably with an elected and removabie dicta- 
tor. If the arbiter were an elected congress, we should have the ultimate in “dem- 
ocratic planning,” perhaps “democratic socialism.” It would be incumbent upon 
the citizen to choose among his potential actions by attempting to discern how 
each would fit into the pattern. Private economics would merge into social eco- 
nomics. There would be no legitimate standpoint, for study of anything, except 
the social point of view. The study of business would require not only the lines 
of work now most specific to business, but also prediction economics, plus a 
study not thus far in this paper identified as necessary to business education: 
namely, a study of what constitutes the social good—that is, of social philoso- 
phy. That this last would be primitive, merely a study of “what the arbiter 
thinks would constitute the social good,” makes no difference in principle. Sys- 
tematic, not merely casual, attention to what actions are in the social interest 
would be required of the student of business. 

Certainly, such a collectivist society is not that on which a business educator 
would typically base his thought if he considered the discipline of business and 
the discipline of economics to be the same. He would not, probably, contemplate 
a collectivistic arbiter, either single or group. He must, however, be retaining 
the assumption that individuals are expected, and are or should be eager, to 
see to it that in their every decision the social interest is directly considered in 
every particular. “Right” decisions require discernment of what is the “true” 
social interest. Hence there is no place for preparation for decision-making 
which does not include the fullest study from the social viewpoint. If taking the 
social viewpoint is held not to distinguish economics from the business study, 
the society contemplated surely must be essentially suggested by this, our fourth 
type case: a society in which no individual decision may legitimately be made 
purely according to the motive of profit. 

Although this position would perhaps generally be regarded as a strange one 
for anyone dedicated to the teaching of business, it may yet to some appear 
acceptable. If so, its consequences call for the utmost emphasis. 

In a definitive discussion of the matter the ultimate comment would be that 
a society run by individual decisions made always in the light of the social 
good is inconceivable in the absence of a consensus, on the ethics of every pos- 
sible action, so perfect that each act is reduced to tradition. On a more super- 
ficial level, the central point becomes this: that the position in question calls 
for a curriculum in business training enormously different from what has cus- 
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tomarily been offered and from what any significant group have shown a dis- 
position to propose. 

In the first place, a huge lacuna in the present business training programs 
exists with respect to positive, or prediction, economics. The prospective business 
manager in the type of society under discussion, if he is to judge an action in 
the light of its total impact, must be provided with genuine mastery of the the- 
ory of price and distribution and the theory of money and employment so that 
he can make a serious effort to discern the full effects of his every act. That 
economics, now and probably for all future, cannot enable him to make the in- 
dispensable forecast of quantitative results (and still less could do so in such 
a society), is important but beside the point: he must be prepared to do the 
best that the state of knowledge permits. The finest program in positive eco- 
nomics now offered students of economics would still be painfully little in a busi- 
ness curriculum. 

In the second place, a fabulously didicult task of another sort would be as- 
signed the business curriculum: the prospective manager would have to be pro- 
vided with the means of placing value judgments upon each of the effects he 
foresees from any contemplated action, in order to decide which actions would 
redound to the social good. (Unless perfect consensus on specific criteria for 
specific acts were achieved, or at least exact predictability of differences in judg- 
ments—and neither could in fact be achieved—the basis for predicting effects 
would be removed; but this observation merely underscores the immensity of 
the burden which a proponent of the position under criticism would invite.) Mere 
repetition of the now common statement that business men have social responsi- 
bilities which must in business decisions take precedence over profit-seeking 
would have to be supplanted by serious pursuit of principles telling just what 
these responsibilities are and exactly how much of their own gain men should 
eschew for exactly what benefits to others. What constitutes the social good, 
including the ultimate meaning of life and how the details of business action 
bear upon it, would become an intimate part of the curriculum in business train- 
ing. There would be needed an extensive study of philosophy and religion, 
through courses specific to these and through all the other means to their appre- 
ciation: poetry and other art, history, political theory, and what not. And the 
fruits would have to be integrated into principles. It is no reply to this argument, 
to complain that a reductio ad absurdum has been perpetrated; the question is, 
whether these absurd requirements of a business curriculum are not in fact im- 
plied in the only basis available for blurring the lines between the discipline of 
economics and the discipline of business. 


IV 


Our fifth and last type case of a society differs from the preceding one in that 
the individual is relieved of the requirement that he must in every decision con- 
sider the social interest. The distinguishing characteristic of this, the free-enter- 
prise society, is the implied social decision that there are spheres in which actions 
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taken in self-interest will in general contribute better to the social interest than 
will individual actions required to be determined by individuals’ notions of the 
social interest. Notable among such spheres is that, suggested by the questions, 
how much of what kinds of productive services are to be used to produce what 
goods, and what prices are to be involved? This is the sphere of the businessman. 
If self-seeking decisions are presumed to make for the social interest, well- 
planned decisions of a self-seeking sort are desirable, and it is socially useful 
to study how to make decisions so as to serve effectively a private, individual 
interest. In a free-enterprise society, then, such an inquiry would seem to be the 
specific and highly useful function of the study of business. The discipline is 
relieved of the necessity of taking the social viewpoint—although its followers, 
because they are key citizens, ought surely to pursue other disciplines which 
do so. 

The sense in which “economics takes the social point of view” can be sharply 
suggested in this context. It need scarcely be said that economists, in pointing 
to the immensity of the task of teaching principles for making each decision 
with a view to every detail of the social good, are not thereby taking the burden 
upon themselves. Indeed, it is exactly the fantastic difficulty of this assignment 
that in large part has led to the approval of the free-enterprise form of society 
and so has gone far toward shaping the traditional discipline of economics. Thus, 
the discipline from this point of view is a study in delineation of the spheres in 
which, the processes through which, and the sense in which, the social interest 
is or may be served by allowing affairs to be determined by individual, self- 
seeking decisions. It is not a study of the particulars of private economizing ac- 
tions: the economist need not know enough about any specific business to carry 
it on even competently—although of course as much knowledge as possible of 
such matters (as indeed of many others) would be desirable, other things being 
equal. Itris rather a study of systems. The economist does not take the viewpoint 
of any one private interest—be it that of the consumer as such, of laborers, of 
capitalists, or of businessmen; in so far as he does so, he is not an economist. 
His aim is to take the point of view of the citizen who temporarily rises above 
private interest. What he must know is the general nature of private economizing 
(self-seeking) decisions. His specific task is to discern the outcome of the inter- 
action of these decisions, contemplate the significance of this outcome with re- 
gard to its effect upon the social interest, and consider whether there is reason 
to change the laws which delineate the sphere of free action, with a view to 
causing the self-seeking actions to serve better the social interest. It is primarily 
in this sense that he is studying the economizing of society—economizing by 
wise selection of institutions. 

Evidently, since “economizing” implies effort to maximize the realization of 
some end, the economist must be to a degree a student of the ends of society—of 
what constitutes the social interest. Thus, he must make some sort of connection 
with social philosophy. Perhaps it is necessary to add that this does not mean 
pre-empting the field of social philosophy. It does mean, as a minimum, keeping 
open the interaction between economics as a study of prediction of “mechanical” 
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effects and that concern for the ends of man without which any study of society 
at all can have no value to society except the satisfaction of curiosity. 


Vv 


Surely a strong demarcation of fields is to be recommended. On the one hand, 
there is available, in a fundamentally free-enterprise system, a field of special 
study of the economizing (profit-making) processes of the man in business—a 
field that is covered by the traditional study of business. On the other hard. 
some field there must be which takes the responsibility for seeing to it that those 
who wish may (1) be systematically trained in positive economics without re- 
gard to, or dependence upon, any private economizing interests they may have 
and (2) seek insight into the nature of the problem of social economizing, in- 
cluding an appreciation of its vast complexity and, implied in this insight, a 
better than superficial awareness of those “liberal” studies whose light is indis- 
pensable, although by no means assuredly sufficient, for discernment of what 
constitutes genuine social economizing: this is the traditional field of “political 
economy” or “social economics.” If awareness of, and emphasis upon, the sharp 
distinctness of the two fields slackens—as it has done in some quarters—it should 
not be amazing that the educational product then displays an amorphousness 
which belies the word “discipline.” Clear demarcation, then, would seem essen- 
tial to effective education. One of the fields for fruitful collaboration between 
economists and scholars of business is an attempt to inject new life into this dis- 
tinction, by sharpening their own awareness and that of their colleagues through- 
out the university, for purposes both of advising and of formulating the cur- 
riculum. 

















COMMUNICATIONS 
IS THE RETIREMENT OF PUBLIC DEBT DEFLATIONARY? 


Some time ago a nationally prominent politician—who shall remain nameless 
and is intended to be representative—appeared on the radio-television program, 
“Meet the Press.” In one case at least his answer was forthright. In response to 
a direct query, he took a vigorous stand in favor of public debt retirement as 
opposed to reduced taxes, in the face of a threatening inflation and realized gov- 
ernment surplus. The present writer wishes to take exception to this alleged su- 
periority of public debt retirement during periods of actual or threatening infla- 
tion. Debt retirement by the government at such a time, he argues, is of the same 
genus as tax reductions in that it also tends to contribute to a general price rise. 

We may think of public debt retirement as the end of the life cycle of certain 
government securities. Perhaps, then, it may be useful initially to consider the 
economic effects of the opposite process, that beginning of the cycle which con- 
stitutes government borrowing. The results of public debt retirement should then 
be the converse of those associated with borrowing. 

Government borrowing per se, viewed as an act separate from the operation of 
spending the funds thereby acquired, undoubtedly tends to deflate the national 
income. It may be looked upon in monetary terms as a decline in the commu- 
nity’s stock of money,! or in income terms as a reduction in the purchasing power 
available to firms and households. True, the prediction of deflation depends upon 
the assumption that the borrowed funds otherwise would have been active. If 
the Treasury acquires only idle funds, no deflation is to be expected and the ef- 
fect of borrowing may then be “neutral.” Even for intensely depressed periods, 
however, it appears reasonable to suggest that some of the funds borrowed by 
the Treasury would otherwise have been active and that the act of selling securi- 
ties is therefore deflationary to a limited degree. For prosperous periods the ef- 
fect of a Treasury sale of securities is undoubtedly deflationary. 

The degree of deflation attending the Treasury’s borrowing also depends upon 
the type of lender. The effect is most pronounced if the purchaser of the govern- 
ment security is a member of the non-banking “public” — if, for example, he is 
a representative of a household or a life insurance company. Such a buyer may 
utilize currency as a means of payment; in that event there is an obvious reduc- 
tion in the potential purchasing power of the private sector. He is more likely 
to have a checking account with a commercial bank and to pay by check. This 
mode of payment has two noteworthy effects upon the banking community. 
When the buyer’s bank honors its promise to pay it suffers a decline in its de- 
mand deposits; this of course represents a decline in the monetary stock held by 
the private sector of the economy. Perhaps more important, the buyer’s bank 
experiences a decline in one of its assets, namely cash or reserves. Since the latter 
is not recovered by some other bank in the system, the loss weakens the ability 


* This should of course lead to higher interest rates as well as to tightness in the money 
market. 
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of the banking system as a whole to extend loans to would-be investors or con- 
sumers. Hence a reduction in aggregate effective demand tends to occur, particu- 
larly when banks are close to being “loaned up.” 

If the purchaser of the security is a commercial bank, the effect is somewhat 
less deflationary. The bank accepts an asset, the government security, and cre- 
ates a demand deposit in the government’s favor. Despite the addition to the 
money supply represented by the increase in demand deposits, this operation 
alone, divorced from the act of expenditure by the Treasury which may come 
in its wake, tends to be deflationary. This is because, once again, the commercial 
bank has used up reserves which it might otherwise have allocated to firms and 
households. When the banking community is close to being loaned up, the ad- 
ditions of U. S. governments to its portfolio restrain further activity, and the 
purchases may conceivably involve the liquidation of some private loans if the 
government’s price is right. 

The sale of securities by the Treasury to a Federal Reserve Bank has virtually 
no deflationary effect. While the Federal Reserve Bank then makes an invest- 
ment which reduces its reserves and brings its reserve ratio closer to the legal 
minimum, the “Fed” seldom is so situated that the purchase interferes with its 
other activities. Unlike the commercial banks, it can, for example, continue to 
advance loans to member banks; its “reserves” tend to be sufficiently large to 
render a curtailment of operations unnecessary. 

We have thus noted some aspects of the subject of public borrowing in the 
hope of shedding some light on its converse, debt retirement (or debt liquidation 
or redemption). Following are the major points. (a) Borrowing is properly dis- 
cussed in isolation, apart from any act of public expenditure to which it may 
lead. Expenditures need not follow upon the heels of the Treasury’s sale of se- 
curities, as was aptly demonstrated by the gold sterilization policies of the later 
thirties. (b) Considered in this manner, borrowing by the government tends to 
be deflationary. (c) The degree of deflation varies with the type of lender. It is 
most extensive when the public purchases securities and becomes progressively 
weaker as the Treasury borrows from commercial banks and the Federal Re- 
serve System. Conclusions (b) and (c) both depend upon the reasonable as- 
sumption that at least a portion of the borrowed funds otherwise would have 
been active. 

Given the above, what can we now assert about debt liquidation? 

The first evident point is that the process of debt retirement must also be iso- 
lated and treated as a distinct operation.? Just as borrowing is often linked in- 
extricably with expenditures in the public’s mind, so retirement is, equally mis- 
takenly, associated with taxation. Observers may point out that the combined 
operations of taxation and debt liquidation are likely to be deflationary, since 
the funds taxed tend to be more active than those surrendered to the erstwhile 
holders of securities. This is true but not especially pertinent. It can be assumed 
that once the economy experiences prosperity the existing tax rates are apt to 


* Professor Abba P. Lerner has stressed that fiscal instruments need not appear in com- 
binations. See his Economics of Employment (New York: McGraw-Hill, 1951), pp. 128-30. 











COMMUNICATIONS 447 


yield a budgetary surplus. Once such a surplus has been realized, the alternatives 
are a reduction in tax rates, debt retirement, or a sterilization (an inactive hold- 
ing) of funds by the Treasury. The first is admittedly inflationary while only 
the last is properly inflation-mitigating. The second should be catalogued with 
tax reductions as an inflation-inducing device. 

It further follows from the remarks regarding debt creation that the effects of 
debt retirement hinge upon the type of holder of the securities outstanding. The 
most pronounced effect once again occurs when a member of the public is in- 
volved in debt redemption. Then the recipient of funds from the Treasury typi- 
cally deposits the latter’s check with a commercial bank. This adds not only to 
the banking community’s demand deposits but also to its reserves, thereby per- 
mitting additional expenditures on the part of the private sector of the economy. 

If a commercial bank has held the government’s obligations, the effects of debt 
retirement are somewhat less inflationary. Then the bank’s surrender of securi- 
ties to the Treasury represents a mutual canceling of debts; the Treasury has 
reduced its obligations by calling in its securities, while the bank experiences a 
a decline in its demand deposits. But this deflationary development may be 
more than offset by an increase in excess reserves. A simple example illustrates 
the latter change. Assume that the legal reserve ratio is one dollar of reserves 
for every five of demand deposits. Assume further that the bank in question has 
held 20 of reserves and 10 of U. 8. governments among its assets, and that its 
demand deposits totaled 100. The sale of U. S. securities represents a disappear- 
ance of one kind of asset and a decline of 10 of demand deposits. The bank’s cur- 
rent situation is now 90 of demand deposits and 20 of reserves, so that 2 units 
of the latter are now available for credit extension to the private sector. Hence 
demand deposits which had previously reflected investments in government se- 
curities may, if businessmen and consumers have need for credit, reflect addi- 
tional loans to the private sector of the economy. It is reasonable to predict that 
precisely such an expansion will occur during prosperous periods; the favorable 
economic situation which leads to a budgetary surplus is also likely to give rise 
to considerable lending by banks 

Finally, the least inflationary efect occurs when the Treasury retires debt 
held by the Federal Reserve System. As indicated above, the “Fed” is generally 
not bothered by the problem of inadequate excess reserves. 

The policy implications of the above arguments are clear. If debt retirement 
is inflationary, or at worst neutral during a severe depression because the newly 
received funds are kept idle, then liquidation should come during recession or 
depression. Then it may be partially effective in promoting economic activity. 
Should debt retirement during that period in fact be neutral, in that additions to 
banks’ reserves and the public’s balances do not act as a stimulant, the recom- 
mended policy at least will not exaggerate the economy’s instability; it will 
simply constitute an income-inducing device that failed to be effective. 

It may next be asked: if, as is generally recommended by economists, the 


* The Treasury may have built up its account beforehand by accumulating part of its tax 
receipts with the commercial bank. 
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government is to engage in deficit spending during a depression while it selects 
the same period for debt retirement, then how is it to finance its operations? For 
one thing, the Treasury may have enjoyed surpluses during prosperous years 
and it may indeed have kept its funds in an inactive state; these it can now pro- 
ceed to mobilize. Secondly, if these sources are insufficient, the propositions con- 
cerning the different types of lenders can be brought into play. The Treasury 
can then borrow from the Federal Reserve, as it is currently permitted to do by 
Congress. Through the combined operations of retirement elsewhere and sales 
to the “Fed,” the Treasury would transfer its debt from the non-banking public 
and/or commercial banks to the Federal Reserve Banks. Thus it would be in- 
volved in the potentially income-stimulating process of retiring public and co1a- 
mercial bank held debt and in the probably neutral process of adding to Federal 
Reserve held debt.* Or, to phrase the matter differently, the Treasury would in 
effect join the “Fed” in the latter’s open market operations in that it would en- 
courage the flow of government securities to the Central Bank. Like the latter 
it might wish to raise the prices of securities outstanding in order to stimulate 
that flow. 

The operations affecting different types of holders can be described in one of 
two ways: as representing a shift in public debt holdings or as reflecting a re- 
duction in the aggregate national debt. The latter is not in keeping with present 
governmental procedure, but is does seem the sounder economically. Why count 
the exchange of promises to pay between the Treasury and the “Fed,” essentially 
two arms of the government, as part of the “public debt”? The Treasury may 
even borrow interest free in the process, since any surplus earned by the Federal 
Reserve System is turned over to the Treasury. The Treasury’s act of retiring 
securities held by the public and by commercial banks, even though accom- 
panied by the sale of other obligations to the “Fed,” does represent a partial 
liquidation of the national debt in a very real sense. 

The recommended debt policy would result in banks’ losing income-yielding 
government securities at the very time that they would be receiving less income 
from private loans and investments. Some observers might allege this to be un- 
fair, while others might regard it as politically impracticable. Concerning the 
first, the economist has a standard answer, namely that the economic interest of 
the few must be subordinated to the interests of the entire community; insofar 
as the recommended policy is effective, however, the banking community is it- 
self assisted. The second objection, concerning the political power of bankers, 
may be valid. Then one may derive partial consolation from the fact that the 
deflationary-inflationary impacts of borrowing and retirement are most pro- 
nounced when the Treasury deals with the public. 

Little need be said here about the public debt policies to counter inflation. 
Public authorities have long resorted to borrowing during wartime, and they 
have frequently recognized the importance of borrowing particularly from the 


* This statement once again applies to security transactions considered in isolation. If the 
Treasury proceeds to draw on its account with the “Fed,” the effect may be highly inflation- 
ary. 
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non-banking public in order to mitigate inflationary pressures. In fact their er- 
ror has generally been that of bowing too low before the shrine of political ex- 
pediency and of relying too heavily upon the sale of securities as a source of 
funds—-thereby fanning the flame of potential postwar inflation. As suggested 
at the outset of this paper, the major misapprehension has been that of malallo- 
cating a budgetary surplus to the retirement of a portion of the public debt in 
the face of an actua! or suppressed inflation. The argument has been that such 
a surplus should be sterilized, which means essentially that the Treasury should 
build up its account with its fiscal agents, the Federal Reserve Banks. Or, despite 
the increase in security sales to other lenders, the Treasury can make this an 
occasion for redeeming securities held by the “Fed,” so that the latter’s holdings 
of U. 8. governments and the Treasury’s account with the “Fed” both decline. 
This is of course consistent with the propositions concerning different types of 
lenders to the Treasury, and it emphasizes again that the Treasury may adopt 
debt policies toward the “Fed” different from those applicable to all other 
holders of government securities. 

In sum, the view that debt retirement is deflationary appears to be based on 
two habits of thought. One is that of regarding taxation and debt retirement as 
a single operation. Revenues acquired by taxation do not, however, have to be 
employed in any particular fashion during a given period of time. If they are 
released to redeem securities, they represent a flow of funds to the economy and 
hence tend to be inflationary. The second habit, which concerns only commercial 
banks, pertains to the tendency to concentrate upon changes in demand deposits 
rather than in reserves. The retirement of public debt held by commercial banks 
does represent an immediate decline in demand deposits; this is regarded as a 
decrease in the stock of money and “hence” as deflationary. The newly created 
additions to reserves can, however, provide the basis for a credit extension which 
will be used to bid for goods and services—evidently an inflationary develop- 
ment. In prosperous times, such as those that would yield the budgetary surplus 
which is supposed to finance the retirement of commercial bank held debt, excess 
reserves would probably be put to work in short order. 

The question posed in the title is thus to be answered in the negative. Debt 
retirement, in the face of inflationary pressures, can lead to further instability. 
The appropriate period for retiring the public debt is that of depression, while 
the advisable policy during inflation is that of sterilizing the Treasury’s surplus. 

University of Connecticut Morris SINGER 


A NOTE ON MONOPSONISTIC EXPLOITATION 
AND DISCRIMINATION* 


Mrs. Joan Robinson set forth the essential nature of distribution under dis- 
criminatory monopsony more than twenty years ago.’ The purpose of this note 


* The author wishes to thank Professor R. W. Pfouts of the University of North Carolina 
for his counsel and advice in the preparation of this note. 

1 Joan Robinson, The Economics of Imperfect Competition (London: Macmillan and Co., 
1933), pp. 299-304. 
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is to restate this segment of the theory of the firm in a more rigorous and more 
general fashion. 

Although generality is an aim of this note, it is deemed desirable to begin with 
a more simple model. The simplest case of distribution is that where two factors 
which are purchased in purely competitive markets are combined by a firm to 
produce a commodity which is, in turn, sold in a purely competitive market. If, 
rather, we assume a firm which combines two factors; one of which is purchased 
in two separate markets each of which is monopsonistic within itself, and the 
other factor purchased in a single market which is monopsonistic within itself; 
we afford ourselves a basis for comparing monopsonistically discriminatory dis- 
tribution with simple monopsonistic distribution without unduly complicating 
our model. By a monopsonistic factor market is meant simply that the entre- 
preneur bids the factor price against himself in this market when he increases 
his input of this factor. 

Then our model is described and defined by the following relationships: 


(1) Il = zp, — (tips, + t2p2, + ypy) — K, 


zr=“a+ Tw; z = f(z,y), f. > 0, f, > 9, 
Pz, = w(%), Pz, = x(%2), Py=Tly), De = $(2), 
Wr; > 0, Xz2 > 0, Ty > 0, ¢?: = 0, 


Where II = profit; z = the quantity of the final commodity; 1, = the quantity 
of the first factor purchased in the first monopsonistic market; 72 = the quantity 
of the first factor purchased in the second monopsonistic market; y = the quan- 
tity of the second factor purchased in its monopsonistic market; p,, Dz; , Dz; 
and p, represent respectively the prices of z, 2: , 2, and y; and K = the amount 
of constant cost. In addition; w:,, xz,, Ty, and ¢, represent respectively the 
partial derivatives Ow(x:)/021 , Ax(r2)/dx2, Ar(y)/dy, and d¢(z)/dz. Similarly; 
fos , fxg , and f, represent df(x, y)/dx1 , Of(x, y)/Ax2, and af(zx, y)/dy. 

In the long run, the conditions dII/dx, = dI1/dx, = dIl/dy = 0, I = 0, and 
K = 0 hold simultaneously and follow respectively from the assumptions of 
profit maximization, free entry, and the long run variability of all factors. 
Passing directly to the specified maximum we obtain 


Px = Defer; — LWz, 
Dry = Difzg — T2Xzq 
Py = Defy — Yty 
which when substituted into (1) yield? 
(2) Det = Ui(Pefe, — Liwe,) + L2(Pefeg — L2X2q) + Y(Defy — YTy)- 


Although x; and zz do not necessarily have the same price, they are assumed 
to be physically homogeneous so that a unit of either applied at the margin 

2 Cf. R. W. Pfouts, “Distribution Theory in a Certain Case of Oligopoly and Oligop- 
sony,’”’ Metroeconica, Dec. 1955, VII, pp. 140-142, for a more general solution of the some- 
what similar case of oligopsony. 
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would yield the same addition to the product. Then f., = f., = f., and since 
21 + 22 = x, (2) may be rewritten 


Ez,2\p2, + ae [ F| 
3 aioe wo ay J 
(3) D2 [= f. E.E., +] yp:Sy—y E. 


where E,, , E., , and E, represent respectively the elasticities of w(x), x(z2), and 
r(y) at equilibrium. 

Mrs. Robinson defined exploitation as a wage rate less than the value of the 
marginal product.’ By assuming that the market in which commodity z is sold 
to be purely competitive we have avoided the necessity of considering the polemic 
over the definition of factor exploitation involving Mrs. Robinson, Professors 
A. C. Pigou and E. H. Chamberlin, and Mr. Gordon F. Bloom.‘ This follows be- 
cause the value of the marginal product and the marginal revenue product are 
identical whenever the final commodity is sold in a purely competitive market. 
In equation (3) the quantities enclosed within the brackets represent respec- 
tively the rewards of factors x and y. Similarly, the first term in each bracket is 
the value of the marginal product of that factor multiplied by the factor quantity. 
It then follows that the extent of the exploitation of the factor purchased in 
separate markets is given by 





Ez,%1P2; + E,,2pz, 
E.,E 2 


while the exploitation of the factor purchased in the single market is given simply 


by ypy/E, . 
That these expressions 


Ez,%Pz + Ez,22Pz, YPy 
E.,E 2, as Ez, 


represent factor exploitation by the definition adopted follows from the fact 
that they respectively represent deductions from the values of the marginal 
products of factors x and y. This in turn follows from the fact that both ex- 
pressions are preceded by minus signs and because the component parts of each 
expression must be positive, i.e., to have economic relevance the prices and 
quantities must be positive and the elasticities of supply are positive because the 
factor supply curves are assumed to be positively sloped.” 

The similarity between the measure of monopsonistic exploitation that would 
result for two variable inputs each of which were purchased in a single market 
and the measure of monopsonistically discriminatory exploitation of a single 








3 Robinson, op. cit., p. 282. 

‘For asummary account of this interesting polemic see Gordon F. Bloom, ‘‘A Reconsider- 
ation of the Theory of Exploitation,’’ Quarterly Journal of Economics 1941, LV, pp. 414-415. 
Reprinted in Readings in the Theory of Income Distribution (Philadelphia: Blakiston Co., 
1949), III, pp. 246-247. 

5 See William Fellner, ‘‘Prices and Wages under Bilateral Monopoly,” Quarterly Journal 
of Economics, August 1947, LXI, pp. 503-532, for an interesting hypothetical situation in 
which these elasticities are negative. 
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factor purchased in two separate markets is obvious. This, in turn, serves to point 
up the fact that factors purchased in separate markets are separate factors in an 
economic sense although they are the same commodity in a physical sense, i.e., 
their conditions of scarcity are different although their physical compositions are 
the same. 

Since the similarity between all monopsonistically determined factor shares is 
evident, we may safely generalize our results without bothering to generalize our 
model apparatus. In general, monopsonistically discriminatory exploitation 
amounts to 


t=] j=1 Eu, 


(0 = n) 


where gj is the quantity of the ith factor purchased in the jth market, pi its 
price, and £,, its elasticity of supply. Then exploitation varies directly with the 
expenditure for the ith factor in the jth market and inversely with the elasticity 


of supply of this factor in this market. 
University of North Carolina CLARENCE C. Morrison 
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Economic Commentaries. By Sir Dennis Robertson. New York: John de Graff, 

1956. Pp. 174. $3.75. 

Sir Dennis Robertson is esteemed both as economist and writer. It is perhaps 
inevitable that his every utterance shall be first published and then reprinted in a 
collection of this sort. Even so, each reprinting is a happy event giving us, as 
this one does, another demonstration that even the most complicated economics 
can be presented in fancy English. 

With one exception, the theoretical essays are familiar to the readers of the 
important professional journals having appeared in the period 1952-1955. The 
policy essays are topical, and although they make many good points, especially 
the one on Creeping Inflation, they stand better as current comments than as 
permanent contributions. Two poems are included, and Robertson bats five 
hundred. “The Non-econometrician’s Lament” is a delight; but Sir Dennis took 
some bad advice when he was persuaded to include a piece called “The Marshall 
Plan.” 

The first theoretical essay, “Some Recent Writings on the Theory of Pricing,” 
has not hitherto appeared in print. This piece is divided into three parts. The 
first represents an attempt at reconciling the statements of Marshall with the 
logical implications derived from accepted modern geometrical construction in 
the theory of supply. While acknowledging the purposeful ambiguity to be found 
in Marshall which enables the researcher to find the source of almost every 
modern idea somewhere in the Principles, Robertson emphasizes that Marshall 
took for granted what “all economists are thinking it necessary constantly to 
remind one another of ...—that we are interested in problems of growth” (p. 
16). A way out of the apparent logical contradiction between decreasing long-run 
average cost and competition is provided in the “... complex notions of time, 
change, and decay ...” (p. 23). Granted all this, the reader may ask, would it 
not have been better if Marshall had devoted more thought to the logical struc- 
ture of his system? The second part of this essay consists in a brief discussion 
of the problem of excess capacity in imperfect or monopolistic competition. 
Robertson applauds the recent shift in thinking which tends to place less em- 
phasis on the social wastes involved in such excess capacity, but he holds that 
the multi-product firm can only be explained by the necessary imperfections 
imposed by the limitation on market size. The third part covers the debate be- 
tween the revolutionaries (Joan Robinson, Chamberlain) and the counter-revo- 
lutionaries (Andrews and his followers) concerning profit. maximization. Robert- 
son concludes that “... if the former could get over their excessive excitement 
about falling demand curves and their eagerness to short-circuit the work of that 
leisurely old gentleman Time, while the latter were to become a little more cyni- 
cally alive to the propensity of businessmen (without always telling their ac- 
countants) to make a little hay while the sun shines, there would not be so great 
a gap” (p. 40). 
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The last two essays are, to me, the best in the book. These are simple, straight- 
forward pieces dealing with the role of the economist in society. Robertson makes 
the same point in each. Although I shall leave myself open to the charge that I 
am fostering still another reprinting, I can do no better here than let the master 
make the point in his own words: 


There exists in every human breast an inevitable state of tension between the ag- 
gressive and acquisitive instincts and the instincts of benevolence and self-sacrifice. It is 
for the preacher, lay or clerical, to inculcate the ultimate duty of subordinating the 
former to the latter. It is the humbler, and often the invidious, role of the economist to 
help, so far as he can, in reducing the preacher’s task to manageable dimensions. It is his 
function to emit a warning bark if he sees courses of action being advocated or pursued 
which will increase unnecessarily the inevitable tension between self-interest and public 
duty ; and to wag his tail in approval of courses of action which will tend to keep the ten- 
sion low and tolerable (pp. 148-149). 


And, characteristically, Sir Dennis concludes one essay with this: 


What does the economist economize? ‘Tis love, tis love,’ said the Duchess, ‘that makes 
the world go round.’ ‘Somebody said,’ whispered Alice, ‘that it’s done by everybody 
minding their own business.’ ‘Ah well,’ replied the Duchess, ‘it means much the same 
thing.’ Not perhaps quite so nearly the same thing as Alice’s contemporaries thought. 
But if we economists mind our own business, and do that business well, we can, I believe, 
contribute mightily to the economizing, that is to the full but thrifty utilization, of 
that scarce resource Love—which we know, just as well as anybody else, to be the most 
precious thing in the world (p. 154). 


This criterion is not, of course, « ecific, and many questions remain unans- 
wered. But political economy would be immeasurably improved if only all 
economists heeded the Robertsonion advice. All such counsel is inappropriate 
for the economist qua scientist, but surely it is an extremely narrow view which 
holds that the economist should play no other role. And it is a naive one which 
suggests that the economist is able to detach himself completely from the pass- 
ing show. 

University of Virginia James M. BucHANAN 


Consumption and Business Fluctuations: A Case Study of the Shoe, Leather, 
Hide Sequence. By Ruth P. Mack. New York: National Bureau of Economic 
Research, 1956. Pp. xvii, 293. $7.50. 

Perhaps the first point to note about this book is that it is much bigger than the 
number of pages would indicate, being quarto size and with small (but very 
readable) type. It also is studded liberally with tables, charts and footnotes. But, 
certainly then, the second point to note is that the book is very readable. Eco- 
nomics, particularly statistical economics, could do well with more writers with 
Dr. Mack’s flair for style. 

As the title indicates, this is a case study of an industry—or, according to the 
author, of a sequence of industries. Its purpose, however, also indicated by the 
title, is more than merely to detail the processes and relationships of sales, stocks, 
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prices, etc., in shoes, leather and hides. It is an attempt to formulate a theory of 
consumption and business fluctuations, or at least an attempt to explore the con- 
sumption cycle via this case study. The author herself notes that such theory as 
is developed is both partial and incomplete; she makes no claim that her findings 
are conclusive. She does advance her study as a kind of methodological model, 
however, for further studies which might lead to a more complete and more fully 
developed theory. 

This review turns first to the pure case study aspects of the book. Here there 
can be no question but that this is an exhaustive study of the shoe, leather and 
hide industries in the interwar period, 1921-1940. The author states that this 
industrial sequence was chosen partly because of the relative wealth of detailed 
information available; actually she has done a tremendous amount of work with 
great ingenuity to piece out statistical detail. The numerical data and their 
processing are almost staggering; these bones are fleshed out by information 
gained from the industry’s literature and from widespread interviews with peo- 
ple in the business. The picture of the industry is drawn with clear and distinct 
lines; the focus is sharp but the background also stands out with full detail. As 
an industry study, the only disappointing feature is that it does not carry be- 
yond 1940; Dr. Mack hopes that it can be extended, although for different rea- 
sons than a mere industry study. 

The work was ten years in the doing and Dr. Mack herself comments, too 
modestly, I believe, that so much effort would not be justified on study of a se- 
quence of industries that are responsible for but 2 per cent of the consumer seg- 
ment of GNP unless the book served as a real case study in developing a theory. 
She sees in it at least the starting point for a theory dealing with the impact of 
consumption on business cycles and closes by calling her work “a piece of un- 
finished business.” She hopes it will be carried on by studying the shoe, leather, 
hide sequence since 1940 and by studyirg other areas also. 

No reviewer could quarrel with Dr. Mack over her own critical appraisal of 
the limits of her work as a case study. She gives herself the Scottish court verdict 
of “not proven.” Will it be worthwhile to go further in this field of study, recog- 
nizing the amount of work involved and the fact that meaningful data may be 
even more sparse in other sequences? The answer, I believe, is “Yes”; the con- 
sumption field certainly needs far more study than it has received. 

Federal Reserve Bank of St. Louis Freperick L. DemIne 


Natural Value. By Friedrich von Wieser. Edited with a Preface and Analysis by 
William Smart. New York: Kelley & Millman, 1956. Pp. xiv, 243. $7.50. 
Wieser’s Natural Value is the latest addition to the Reprints of Economic 

Classics Kelley & Millman have been publishing. Economists will be grateful to 

have again readily available Wieser’s statement of marginal utility as formu- 

lated by the Austrian school (Book I), his abstraction from differences of pur- 
chasing power which make prices deviate from “natural value” (Book II), his 
application of marginal utility theory to the valuation of producer goods through 

“imputation” (Books III and IV), his interpretation of cost as indirect utility, 
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or sacrifice of wealth capable of other uses than that to which it is actually put, 
that is, as opportunity cost—the theorem which later has been called “Wieser’s 
law” (Book V), and his attempt to extend the theory of value to principles of 
taxation (Book VI). 

Wieser’s best known contribution to the development of economic thought 
is his investigation of the relation between cost and value from the point of view 
of subjective value theory: given the quantity of the factors of production, com- 
petition for factors in the different lines of employment will distribute them in 
such a way that the values of their different products allow them to earn the 
same total amount in every alternative use. This early version of opportunity 
cost, as it was later called by the American theorist Davenport, involved 
abandoning the search for real cost which the classical economists had regarded 
as desirable. It was a theory of great elegance which used human behavior as 
the point of departure for the explanation of value in the field of consumer as 
well as producer goods and gave internal consistency to the whole theory of 
value. It was the first comprehensive attempt to apply marginal utility eco- 
nomics to the structure of production and thus to unify the laws of value and 
distribution. Smart’s edition of 1893, which followed the Germen original (1889) 
within four years, facilitated its wide acceptance in the English-speaking world. 

Wieser’s doctrine of “natural value” completed the transition from the socio- 
historical approach of the classical theory of value to the positivism of the 
marginal utility school. Natural value is that value which would prevail in a 
“communist” society where, assuming complete absence of individual selfishness 
and inequalities of wealth, the theoretical analysis of relations between the 
quantity of goods and individual wants would be applicable to the economy of 
the state. Wieser’s doctrine thus rests on the assumption that it is possible to 
conceive of a subjective social value as a neutral phenomenon which could be 
valid for the analysis of entirely different institutional structures. Yet he him- 
self seems to have felt that there were shortcomings in pure subjectivism. Wieser 
knew that economics was concerned with a social process and therefore had to 
be based on the value standards of a larger social universe. Just as his con- 
temporary Pareto, he turned in his later years to sociology, in the sense in which 
it may be defined as an analysis of history, or as Wieser defined it with that 
power he had of coining striking words, as “history without names.” Thirty- 
seven years after his Natural Value, only a few months before his death (1926), 
Wieser published Das Gesetz der Macht, a work which to him meant the crown 
of his life’s achievement. 

Wieser’s Natural Value stands out as one of the most brilliantly written con- 
structions in the field of positive economics. Yet its very excellence serves to 
point up the logical difficulties in any attempt to detach economics from institu- 
tional data and value judgments. As economists are presently groping again 
for a general theory of economic growth, providing a more appropriate frame- 
work for studying economic development in countries of entirely different cul- 
tural backgrounds, they will welcome this timely reprint of Wieser’s economic 
classic and the message it seems to carry for the social sciences. 

Washington University WerRNER HocHWALD 
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A Revision of Demand Theory. By J. R. Hicks. Oxford: Oxford University 

Press, 1956. Pp. vii, 196. $3.50. 

According to its preface, the purpose of this book is to clarify and extend 
the first three chapters of the author’s classic Value and Capital. The preface 
continues by saying that there is little in the present book that cannot be 
obtained from the mathematical appendix of the earlier work. Consequently 
at the very least we expect an advancement in exposition. This advancement 
is certainly achieved, indeed probably the author’s claim for the new book is 
too modest; a4 good deal more than mere expositionary advantage may be ob- 
tained from the book. 

The early portion of the book deals with “Fundamentals,” i.e., the concept 
of preference, the measurability of utility, strong and weak orderings and their 
relations to demand. The second part of the book offers a discussion of the 
theory of demand for a single good. The ordering concepts are woven into this 
part, and a good deal of attention is given to consumer’s surplus and the com- 
pensating variation and related concepts. The third, and final, section of the 
book presents a generalization of the approach of the second part including 
discussion of consumer surplus, revealed preference and index number problems. 

Certain points in the book might be subject to debate. For example on read- 
ing the material on orderings it appears that the author has erected a slightly 
more elaborate logical structure than is absolutely necessary in view of the 
quantitative nature of utility. Nevertheless this probably gives the book an 
advantage in exposition from the standpoint of the economist that it would not 
otherwise have. One might also wish for a fuller explanation of the relation of 
individual demand to market demand. A few suggestive passages appear, but no 
real spelling out of this aggregation is given. One might also question whether the 
device of showing either price or quantity as the dependent variable (in effect 
achieving an inverse) is worthy of the emphasis it receives. 

Actually the foregoing criticisms are minor. The book contains a great many 
insights, many of them gained from the author’s persistance in examining 
topics from several viewpoints. While the substantive results achieved may 
not be new in their formal statement in most cases, the verbal interpretation 
often represents a contribution by adding to the variety of ways in which 
one can think about the problems diseussed. For this reason, in addition to 
being of interest to the economic theorist, the book should prove useful in the 
instruction of advanced undergraduate and beginning graduate students. 

University of North Carolina RaupH W. Provuts 


The Accumulation of Capital. By Joan Robinson. Homewood, IIl.: Richard D. 

Irwin, 1956. Pp. xvi, 440. $6.00. 

Mrs. Robinson borrows Rosa Luxemburg’s title for her latest book, in which 
she continues a line of thought earlier represented by passages in her Essay 
on Marzian Economics and by papers appearing in the Economic Journal and 
the Review of Economic Studies. The book’s purpose is ambitious, to develop a 
theory of capital divorced from neoclassical price theory. Its coverage is wide. 
In addition to the 12 chapters on “Accumulation in the Long Run,” there are 
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sections on “The Short Period,” “Finance,” The Rentier,” “Land,” “Relative 
Prices” and “International Trade” and a final appendix entitled “Notes on 
Various Topics.” D. G. Campernowne and R. F. Kahn supply the final note, 
“The Value of Invested Capital.” 

On the whole, The Accumulation of Capital is a great disappointment. Many 
of ics pages are hard to read, and complexities inherent in the subject matter 
are not the only source of difficulty. Readers’ troubles also arise because the 
author dismisses neoclassical theory, uses concepts borrowed from Ricardo 
and Marx, and expects her readers to be cryptographers. At times the reason- 
ing as well as the language seems to be muddy. What, for instance, did Mrs. 
Robinson mean by this? 


...the highest technique known is already in operation throughout the economy 
and population is constant. The marginal product of investment is then zero. If there 
is no consumption out of profit (and no saving out of wages or rents) the rate of 
profit is also zero, and the wages and rent bill absorbs the whole annual output. 

But if there is consumption out of profits (and no saving out of rent of wages) the 
rate of profit remains positive, for the prices of commodities (in relation to money 
wages and rents) are such that their total selling value exceeds their total costs by the 
amount of expenditure out of profits (p. 312). 


Apparently Mrs. Robinson refers here to the tautology that, if entrepreneurs 
are the only persons to save, investment plus entrepreneurs’ consumption are 
equal to profits. But here and in other places (e.g., pp. 76, 255) she appears to 
confuse tautology and causal relationship and to conclude that investment and 
entrepreneurial consumption somehow explain profits. Her dismissal of neo- 
classical theory prevents her from asking precisely why input and output prices 
are such as to yield entrepreneurs a positive margin. She leaves unexplained 
much of the core of her analysis. 

Another of the book’s weaknesses is the use of incomplete, one-sided reason- 
ing to reject various neoclassical conclusions. Mrs. Robinson might still believe 
neoclassicism inadequate and misleading, after she had pursued the argument 
more thoroughly, but the analysis which she provides in the book is itself in- 
adequate. Two examples relate to wage-employment theory and international 
investment. 

When discussing the former, she repeats (p. 194) the familiar super-Keynesian 
conclusion that, unless monetary policy is such as to push up interest rates, a 
general rise in wage rates will lead to a general rise in prices without any fall 
in employment. Here she ignores the very real possibility that the individual 
entrepreneurs who pay the higher wages will not expect their sales curves to 
shift far enough to the right to make maintenance of employment profitable, 
thus that they will act so as to keep total money income from rising by the 
same percentage as prices, and that this immediate fall in real income will 
decrease the inducement to invest. 

On international investment she remarks (p. 384): “When one capitalist 
country has been importing capital from others... there is no particular reason 
to expect the future product of the new capital installations to be readily 
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saleable abroad so as to service the debts to foreign rentiers...” (p. 384). She 
does not point out that, if the “new capital installations” produce substitutes 
for imports, they thereby free foreign exchange, or that, at least within the 
development period, the new “installations” may encourage still more foreign 
investment which will provide foreign exchange in excess of that needed for 
current imports. Further, when (p. 385) she concludes, “Every phase of world 
investment is creating a fresh situation and requiring a changed pattern of 
trade balances without any particular tendency to alter the structure of demands 
and costs in such a way as to bring the required change of pattern into being,” 
she does not state precisely what rigidities, inelasticities, and economic controls 
prevent the adjustments. She argues that the neoclassical theory of international 
payments is not sound, but she does not show why. 

The concluding “Notes on Various Topics” are short, clear and a pleasu.. to 
read. Mrs. Robinson’s brief dismissal of formal welfare economics may help 
to explain why she similarly omits price theory from her main analysis of capital 
accumulation: The analysis going under the title of Welfare Economics was 
evolved when habits of thought prevailed which are now discredited, though 
we have by no means succeeded in freeing ourselves from them. ...1f we want 
to form an opinion on the economic well-being of a community, we look to such 
things as the food consumed, the conditions of housing and work-places, the 
variety of different goods being consumed....The contribution made by so- 
called Welfare Economics to all this is a great elaboration and refinement of 
the theory of index numbers. But there is no golden rule for index numbers. 
When it comes to the point, we have to judge as best we may the relevance 
of any particular method of measuring wealth to the problem at hand...” 
(pp. 389-90). 

Indiana University Henry M. Ouiver, JR. 


Income and Wealth. By Simon Kuznets (ed.). London: Bowes and Bowes, 1956. 

Pp. xiv, 242. 42s. 

The student of the concept, measurement and determination of income and 
wealth aggregates cannot easily orient himself to all of the available literature 
in his own country, much less to that available in nations other than his own. 
It is for this reason that the volumes of annotated bibliography and volumes 
of edited papers previously published by the International Assocation for Re- 
search in Income and Wealth perform so great a servcie. 

Likewise, it would be difficult for the reviewer to appraise the volume of 
edited papers under review without an awareness of the antecedent volumes 
sponsored by the International Association. The perspective of that organiza- 
tion is bread geographically as its title implies. However, it has also stimulated 
students in many countries to take a broad or long range view temporally within 
their geographic regions of special competence. The influence and outlook of 
Simon Kuznets is apparent in this orientation. 

The current volume under review is Series V of the Association’s edited papers. 
In it varied inventories are presented concerning the status of income and wealth 
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research in the United Kingdom (James B. Jefferys and Dorothy Walters), 
France (Francois Perroux), Germany, (Paul Jostock), Denmark (Kjeld Bjerke), 
Hungary (Alexander Eckstein) and Japan (Yuzo Yamada). These are working 
papers which usually build on the work already done, however intensive or 
extensive it may be. Without exception they appear to provide a vantage point 
from which the investigator can launch further empirical work in the several 
nations. 

Without presuming to appraise critically the substance of the work repre- 
sented by these six research essays on basic foreign source materials, the re- 
viewer can nevertheless testify that a reading of the papers has proved interest- 
ing and stimulating. These essays reveal many of the difficulties common to 
attempts to distill portions of economic history into long range statistical time 
series. In addition they reveal a compounding of these difficulties for inter- 
temporal and inter-national comparison when nations go through crises of 
hyper-inflation, national boundary changes and even of basic ideology. A reading 
of these essays cannot fail to impress the student that at least a portion of the 
relative advancement in compilation and use of these aggregative measures 
in the United States is dye to the fortunate stability we have enjoyed in the 
above respects. 

Much of the motivation of the papers in the present volume lay in the desire 
to build foundations for more intensive empirical research into the processes 
of long run growth in income and wealth in the several nations. We can only 
agree with Simon Kuznets’ introductory statement: “...in any empirical study 
of economic growth, work of the type represented by the papers that follow 
can be limited only by scarcity of data or of intellectual resources—but surely 
not by any question of relevance to problems in the field.” 

University of North Carolina LoweLL D. ASHBY 


National-Income Analysis and Forecasting. By Robert M. Biggs. New York: 

W. W. Norton and Co., 1956. Pp. xxi, 610. $5.95. 

A basic premise of the author of this textbook is that the field of national 
income analysis offers a widely accepted and integrated structure of ideas 
admirably suited to introduce the undergraduate to the study of prosperity 
and depression. The business cycles course, with its more particular theories, 
might accordingly follow at a more advanced stage of training. 

In line with this wholly tenable position, Biggs has written a text on national 
income analysis which presumes no algebraic or statistical skills and which is 
a model of simple and clear exposition. Its most striking innovation, however, is 
the inclusion of a mathematically simplified but detailed process of short-run 
forecasting via the national budget approach. Here the far more controversial 
premise appears to be that the undergraduate can acquire some capacity to 
forecast economic fluctuations, presumably still in his initial course in the study 
of prosperity and depression. 

Following a discussion of the nature and purposes of national income analysis, 
Biggs familiarizes the student with various aggregate measures of the nation’s 
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economic activity. He employs Department of Commerce classifications, sug- 
gesting numerous modifications for purposes of the forecasting method later 
presented. Effective use of statistical material and simple graphs brings the 
student a considerable fund of information about the national economy from 
1929 through 1954. 

Five of the six chapters in Part II analyze the aggregate supply and demand 
forces that determine the level of economic activity. This involves the es- 
sentials of current macroeconomic theory as well as the use of much additional 
factual information. The author effectively carries the student with him from 
an abstraction involving the main determinants of economic fluctuations to the 
complexities of the real world. The concluding chapter of Part II outlines the 
author’s simplified national budget approach to short-run forecasting, much 
preparation for which has already been introduced. 

In the two final chapters, comprising Part III, the author appraises private 
and government policies for maintaining high levels of income. Biggs emphasizes 
fiscal policy, preferably through the medium of tax revision, alternatively 
through government surpluses and deficits. 

Biggs seems essentially true to the objective of developing or presenting a 
widely acceptable body of knowledge and apparently seeks to propagate no 
unique personal theories or extremist viewpoints. This probably takes the edge 
off what might otherwise be sharp positivistic criticism of shortcomings in 
methodology. Fact and value judgment, minority and majority viewpcints, the 
possible and the certain are sometimes badly mixed together. The plethora of 
“shoulds,” “oughts” and “musts” of the final chapters are often only vaguely 
related to the author’s few acknowledged value judgments and to the preceding 
economic analysis. The statistical correlations which play a dominant role 
in the forecasting procedure are sometimes very approximate and superficial. 
At least two had admittedly been exploded by the time Biggs wrote. Despite 
this, he offers no alternatives and nowhere cautions his prospective forecasters to 
listinguish carefully between mere correlations and established causal rela- 
tionships. 

There may be economists who have used something like the Biggs system of 
forecasting, who find they can achieve better results with it than the lamentably 
erratic record of our top national forecasters, and who feel they can impart 
this knowledge to their students. For any such, the lucidly written National 
Income Analysis and Forecasting would doubtless prove an ideal preliminary 
training medium. 

Unfortunately for most of the rest of us who have no such self-confidence, 
the advantages of Biggs’ text will be denied. This is simply because there is 
no point in having students learn to make several dozen statistical adjustments 
and learn numerous measures and concepts for a system of forecasting they are 
not going to use. Biggs is certainly well qualified in the use of empirical, statistical 
evidence. It is unfortunate that he has provided no empirical evidence that 
his forecasting system can produce reliable results, refraining from presenting 
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any forecasts himself from the past or present, and indeed citing no actual 


forecasts by anyone at any time. 
Randolph-Macon Woman’s College Ernest S. LENT 


Personal Income During Business Cycles. By Daniel Cramer with the assistance 
of Martin Bernstein. Princeton, N. J.: Princeton University Press for the 
National Bureau of Economic Research, 1956. Pp. xxxi, 166. $4.00. 

Since personal income is our most comprehensive measure of the flow to 
individuals of the fruits of our economic activity, it is not surprising that Daniel 
Cramer should find a close correspondence between the turning points of per- 
sonal income and business cycles from 1909 to 1951. Students of both business 
cycles and income, however, will be grateful for Cramer’s careful analysis 
of the available data on the principal components of income with respect to 
the business cycle since 1879. Separate treatment is accorded wages and salary 
income, with some breakdown between farm and nonfarm sources, between the 
wage and the salary forms of payment, and between several broad industrial 
segments, dividends, interest, transfer payments and other labor income, and 
farm and nonfarm proprietors’ income. Capital gains and losses, though not 
considered a part of the personal income aggregates, are recognized as one 
way in which individuals realize income, and their cyclical behavior is analyzed. 
One section is devoted to the inferences which can be drawn from the differential 
behavior of the major components regarding the cyclical fluctuations within 
various strata of the income size distribution. Three sets of government offsets 
to cyclical losses in personal income—farm supports, unemployment compensa- 
tion, and the progressive rate structure of the federal income tax—are examined. 

The record Cramer presents of the behavior of the various income components 
with regard to business cycles is carefully prepared, adequately supported by 
thoroughly documented text and appendix tables, and the results are limited 
largely to factual statement. It is just such a record as this that is needed if we 
are to gain some understanding of how specific cycles progressed (and of the 
behavior of such related phenomena as consumers’ expenditures), of the aspects 
of the cycle which were similar to or different from other cycles, and of how 
specific control measures operated and why they were (or were not) effective. 

As with most empirical studies of business cycles which have been conducted 
with adequate attention to detail and some caution in making inferences from 
the data, Cramer’s findings are difficult to summarize in any meaningful way. 
A few broad generalizations emerge clearly—farm income has the largest fluctu- 
ations and these conform less to business cycles than do those of other major 
components, wages fluctuate more than salaries and the turning points in salaries 
lag those in wages, and the salaries of executive and professional personnel 
fluctuate less than those of other salaried corporation employees. When an ef- 
fort is made to say how much more farm income fluctuates than does, for 
example, the wage income of manufacturing employees, it is necessary to confine 
the results to the exact cycle to which the comparison refers. Such comparisons 
are not always feasible since the timing of the turning points of the two com- 
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ponents and of the National Bureau of Economic Research business cycle chro- 
nology may all differ widely. 

By focusing on the various components of income it is possible to preserve 
many of the advantages of aggregation in a way that is not possible when in- 
dustries and commodities (which may have diverse cyclical patterns) are com- 
bined. Thus, Cramer, in studying wage income during business cycles, accords 
separate treatment to the determinants of total wages—wage rates, the average 
length of the work week, and the number employed. Data on these determinants 
are obtained by aggregating over-all industries, but in doing so the various 
industries with their diverse cyclical patterns are accorded appropriate weights. 
To combine the cyclical patterns of several industries, based on such measures 
as sales or employment, leads to almost insurmountable weighting problems as 
we move from one cycle to another unless some recourse is had to an income 
measure. 

Among the more interesting computations presented by Cramer are of the 
offsets to income loss during recessions provided by such government programs 
as unemployment compensation. The income loss is defined as the difference be- 
tween the income realized during a month and that realized during the month 
in which the previous peak occurred. He finds that unemployment compensation 
offset about one-fifth of the loss in payrolls and about one-eighth of the loss in 
disposable income during the 1948-1949 business contraction. This he believes 
to be larger than would be found during more severe recessions when more of the 
unemployed would exhaust their benefits. During the 1948-1949 contraction the 
offset provided by the application of progressive rates to lower incomes was 
somewhat larger than that provided by unemployment compensation. 

The appendix material includes estimates of personal income in constant 
(1935-1939) dollars for 1909-1951, by year; the numbers of wage earners and 
salaried persons in Ohio manufacturing industries, 1919-1939; the number and 
payrolls of wage earners and salaried persons in Wisconsin manufacturing in- 
dustries, 1922-1936; and new estimates of the underreporting of dividends and 
interest by income groups, 1939-1948, as well as many other tables basic to the 
study. 

Duke University Frank A. HANNA 


Barriers to New Competition: Their Character and Consequences in Manu- 
facturing Industries. By Joe 8. Bain. Cambridge, Mass.: Harvard University 
Press, 1956. Pp. viii, 329. $5.50. 

This volume is the third in the Harvard University Series on Competition in 
American Industry financed by a grant from the Merrill Foundation for the 
Advancement of Financial Knowledge. 

Some economists may disagree with Professor Bain’s contention “that most 
analyses of how business competition works and what makes it work have given 
little emphasis to the force of the potential or threatened competition of possible 
new competitors.” But most will concur “that so far as economists have recog- 
nized the possible importance of this ‘condition of entry,’ they have no very good 
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idea of how important it actually is.” Bain’s purpose is to shed light on this 
“condition of entry” by first, developing theoretical models of market behavior 
given various types and heights of barriers, and second, determining empirically, 
for twenty manufacturing industries, the causes of barriers to entry together 
with a measure of their importance in terms of market performance. Finally, he 
concludes with a discussion of the implications of his findings for public policy 
to secure workable competition. 

The twenty industries studied accounted in 1947 for about 20 per cent of the 
total value product for the 432 industries included in the Census of Manufac- 
turers. Furthermore, many of these twenty reflect a high degree of concentra- 
tion; e.g., in nine of them the top four firms accounted in 1947 for between 75 
and 100 per cent of industry value product. The selection of this sample de- 
pended in large part on the fact that pertinent data were available for these in- 
dustries. However, Bain relies heavily on the results of questionnaires especially 
designed for each industry. But despite the extensive data analysed they are 
often sufficient to support only tentative conclusions—as Bain carefully stresses. 

What are his findings? Three sources of barriers to entry emerge: economies 
of large scale, product differentiation advantages, and absolute cost advantages. 
In varying relative degrees these three impose aggregate barriers to entry rang- 
ing from “very high” to “moderate to low.” For example, Bain finds that very 
high entry barriers exist in the automobile, cigarette, fountain pen (quality 
grade), liquor, tractor, and typewriter industries such that the firms in these 
industries “might be able to elevate price 10 per cent or more above minimal 
costs while forestalling entry.” In the automobile industry evidence indicates 
that an integrated optimal scale plant (at which lowest attainable unit cost may 
be achieved) must be large enough to supply between 10 and 20 per cent of in- 
dustry output. Under such conditions (the scale economy barrier appears for- 
midable in the tractor and typewriter industries as well) a potential entrant 
must weigh carefully the impact of his incursion in terms of both market shares 
and prices. Also, in automobiles an associated absolute cost barrier arises: a new 
entrant requires from 250 to 500 million dollars to establish an integrated op- 
timal scale plant. Finally, product differentiation barriers make entry difficult. 
(The capital requirement and product differentiation barriers are high in most 
of the other industries in this same category.) 

In the next group are industries with “substantial” entry barriers: copper, 
farm machines (large and complex), petroleum refining, shoes (quality men’s 
and specialties), soap, and steel. Industries with “moderate to low” barriers in- 
clude canned fruits and vegetables, cement, farm machinery (small, simple), 
flour, fountain pens (low-priced), gypsum products, meat packing, metal con- 
tainers, rayon, shoes (women’s and low-priced men’s), and tires and tubes. As 
might be expected, industries in the latter groups have consistently earned lower 
rates of profit than those in the first category. 

In his sample Bain finds that product differentiation is the “main culprit in 
establishing excessive or very high barriers to entry.” Absolute cost barriers, 
other than the capital requirement, do not appear to be important generally ex- 
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cept in the steel and copper industries where entrants would be disadvantaged in 
acquiring ore sources and in the gypsum industry where lack of know-how and 
the necessity for paying royalities would impose a burden on entrants. These 
findings are just a sample. Tentative though they are, they represent a sig- 
nificant step toward broadening the economist’s knowledge of the facts of in- 
dustrial life. 

Bain’s policy recommendations stress lowering absolute cost and product 
differentiation barriers to entry particularly in those industries wherein “very 
high” barriers exist. But he advocates a go-slow policy with regard to industries 
having only “substantial” barriers because “it would be fairly easy inadvertently 
to go so far with remedies that entry barriers would be lowered enough to en- 
courage excessive entry and structural instability.” Those of us who have 
reservations about the efficacy of “workable” competition may not agree with 
all that Bain has to say on this score. 

University of Tennessee Cuinton A. PHILLIPS 


Can Prosperity Be Sustained? By Neil H. Jacoby. New York: Henry Holt and 

Company, 1956. Pp. xii, 152. $2.25. 

This book is divided into two major parts. The first is a “look at the record” 
appraisal of economic achievement in the United States. It attempts to review 
in perspective the foundation stones of our economic progress. The second part 
is a blue print of the policies and requirements which, in the judgment of the 
author, are necessary for continued growth and prosperity. The point of view 
throughout is one of moderate optimism in the belief that the question posed in 
the title of the book can be answered in the affirmative. 

The author has had a unique opportunity, both as an academic economist and 
as a public administrator, to study the effects of government policies upon busi- 
ness behavior. For some time, he served as a member of the President’s Council 
of Economic Advisers and thus helped to formulate a program designed to pro- 
mote the growth and stabiltiy of the national economy. The future of the Ameri- 
can economy, as he sees it, is not foreordained but lies within the realm of 
deliberate action. National security rests upon a well-sustained growth of pro- 
ductive power. Our democratic capitalism can refute marxist theories of crises 
and depressions. Our objectives of full production, full employment, stabilized 
prices, fair and just distribution of the benefits and a maximum of individual 
freedom—are all quite attainable. 

In spite of occasional interruptions, the American economy for a century and 
three-quarters has expanded at an average rate that is unique and has shown 
amazing dynamic power. Economic progress has been accompanied by gains in 
the welfare of the masses of the people. From 1940 to 1955, the rise in population 
was 21 per cent, but GNP increased by about 58 per cent and disposable personal 
income by 54 per cent during the same period. When converted into real national 
income, these figures are equivalent to a rise of almost 4 per cent a year. This 
record of growth is strong proof of the economic superiority of democratic capi- 
talism in the United States. Yet while the overall rate of growth in the economy 
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has been phenomenal, the upward curve has been marred by periodic unem- 
ployment, lost production and instability of prices. The author does not believe, 
however, that there is a major tendency toward instability or that depressions of 
the past will inevitably be repeated. We have taken effective measures to pre- 
vent disastrous fluctuations and one may wonder now whether “priority in our 
thinking” should not be to provide encouragement for risk-taking, experimenta- 
tion and research, investment and expansion. 

Can a similar rate of growth be expected during the next half century? Jacoby 
assures us that the basic forces underlying the economy in the past are still strong 
and vital and that if both government and people fulfill their economic roles, the 
probable average annual gain in GNP will continue to be 3 to 4 per cent. The 
realization of this goal emphatically depends upon the success with which a pro- 
gram of vital policies is carried forward. A flow of minimum benefits in personal 
and family security must be strengthened in order to forestall privation and 
hardship. Contrary to a popular notion, there is no conflict between essential 
public works and the private sector of the economy; and so, large government 
investments should be made for schools, highways and other purposes. Business 
incentive and steady economic growth depend upon wise monetary regulation 
and fiscal policy. As rapidly as possible, the federal tax structure must be con- 
siderably overhauled. The government should seek to encourage a favorable 
climate for vigorous but workable competition. These are some of the policies 
which are basic to our future progress. 

The book presents a challenge for the most favorable use of our resources and 
for the prevention of wasteful and injurious disturbances in the economy. It is 
terse and forceful in style and should appeal to the layman as well as to the pro- 
fessional reader. One may hope that the author’s measured optimism will be 
fully justified by future events. 

University of Virginia Tipton R. SNAVELY 


Business Practices, Trade Position, and Competition. By Oswald Knauth. New 

York: Columbia University Press, 1956. Pp. 181. $3.00. 

This little volume presents a stimulating and refreshing analysis of the reasons 
why classical economic theory is no longer useful in explaining the actions and 
interrelations of our modern industrial society. In doing this the author draws 
on his many years of experience as a corporation officer, economist-consultant 
for several governmental units, and as a professor at Columbia. The book is re- 
plete with apt illustrations and examples culled from an obvious wide acquaint- 
ance with the literature and the events associated with the development of the 
country’s industrial growth in the past forty years. 

The author, in the first two short chapters, develops the essence of his thesis, 
namely that static economic analysis simply does not contribute anything to a 
sensible explanation of what has happened in this country since about 1890. 
Following this, there are a series of chapters which drive home the monopolistic 
aspects (the author calls them “trade positions”) of industry practices, patent 
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rights, financial institutions, labor unions, and agriculture. These separate treat- 
ments add to an imposing total when they are considered as a group. 

Brief chapters are also devoted to the roles played in our economy by com- 
petition, innovation, marketing, investment, and government. The concluding 
chapter boldly asks the question “whether any fundamentai theoretical unity 
underlies the complexity of business practices as they exist today.” The author 
takes the affirmative on this basic question. In brief, “the theory then of busi- 
ness practice is that from a balanced, wise interplay of all the elements involved, 
including innovation, a satisfactory and expanding productivity results.” 

Final paragraphs mention some seven positive and negative results which flow 
from the above theory of business practice: (1) Natural forces are not sufficient 
to keep the economy’s welfare in balance. (2) Industry situations are so diverse 
that ideal criteria of business practice are impossible to describe. (3) Each com- 
pany must plan to maintain its place in the industry, if chaotic instability is to 
be avoided. (4) The general welfare is not promoted when people follow their 
“short-term interests.” (5) Government regulations are necessary to avoid 
“booms or busts.” (6) Our “sophisticated economy” requires that leaders in all 
segments must be willing to achieve mutual respect and understanding. (7) We 
should not set up for our economy any specific goal of accomplishment, such as 
the often touted 2.9 per cent per year increase in industrial output. 

In the opinion of the reviewer, this book should be required reading by all 
thoughtful observers of our present American economy. 

University of Alabama S. Pau, GARNER 


Big Business and the Policy of Competition. By Corwin D. Edwards. Cleveland, 

Ohio: Press of Western Reserve University, 1956. Pp. x, 180. $3.50. 

This is an important book. It summarizes the considered opinion of the effect 
of big business not only on competition, but on the operation of the American 
productive system, of a former chief economist of the Federal Trade Commission. 
In this position, Dr. Edwards probably viewed more of the performance of the 
big than any other single person. He has a thorough mastery of his subject, has 
experienced widely and has thought deeply. 

Dr. Edwards conceives of competition as the wide diffusion of power and free- 
dom of choice. He regards it as the norm of both political and economic life. 
This norm is disturbed by the growth of bigness in the business world. Sheer big- 
ness gives many uneconomic advantages in bargaining power, in discouraging the 
free entry of competitors, in weakening responsiveness to market forces, and in 
facilitating agreements to set aside competition. He examines various defenses of 
big business that have been put forward in recent years, and rejects them as in- 
adequate. 

Then follow his interesting chapters on the case “against” and the case “for” 
big business. This leads him to the judgement that there can be no generalization 
that covers the entire field. Industry must be examined case by case, and each 
one analyzed to discover whether it is good or bad. “Blanket approval of the 
price policies of big business would be as rash as blanket condemnation.” Like- 
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wise, “quality competition and innovation cannot be summarized in one sweep- 
ing appraisal.” He concludes that “public policy towards business should be de- 
signed to maintain competition, not replace it by public regulation or by a system 
of collective bargaining among businessmen or by a benevolent but non- 
competitive oligarchy. So far as there may be conflict between competition and 
bigness, bigness rather than competition should give way.” 

Unfortunately, Dr. Edwards says, there is available no single, simple test for 
the strength of competition. This policy, therefore, can only be carried out by 
the method of selective appraisal. That is a long and difficult process. Fortu- 
nately, however, he sees no immediate crisis. He finds that the proportion of the 
economy dominated by big business (in various definitions) does not appear to 
have changed significantly in the last thirty years. Hence the situation does not 
call for immediate sweeping drastic action. 

Dr. Edwards’ final sentence is interesting: “It may be that the effort to recon- 
cile big business and competition will fail, and that we some day will find it 
necessary to choose between bigness and the competitive policy. But that time is 
not yet; and with care to keep ourselves informed, we must leave the future’s 
problems to be met by the futwre’s vigilance.” 

One cannot espace the feeling that Dr. Edwards views the economy of the 
United States from the outside looking in. He appears to make his judgements 
from a static point of view. The tendencies operating are disapproved because 
they might reach their ultimate conclusion unchecked. He rejects the dynamic 
analysis as represented by Schumpeter, Galbraith and Kaplan. He does not ap- 
pear to give weight to the constant introduction of new methods, new techniques, 
new marketing innovations. Should the economy ever become static, then his 
fear that it could approach the Zaibatsu of Japan would be realized. But such 
a cessation of innovation does not appear to be on the horizon. Dr. Edwards is 
led to the hope (grudgingly?) that it may not come to pass. All in all, he has 
produced a wise and penetrating analysis of the structure of industry. 

Columbia University OswaLp KNAUTH 


Henry Varnum Poor, Business Editor, Analyst, and Reformer. By Alfred D. 
Chandler, Jr. Cambridge, Mass.: Harvard University Press, 1956. Pp. 362. 
$6.50. 

Through the annual issues of the Manual of the Railroads of the United States, 
Henry V. Poor became an American institution. He began the Manual in 1868, 
at the suggestion of his son, at a time in his mid-fifties when his plans for retire- 
ment had been upset by financial reverses. He remained in close supervision until 
1873 and took over again in 1881 to 1886, but he wrote the long introductions and | 
remained active in the work until the 1890’s. To it he brought the remarkable 
combination of interests and aptitudes which had made him one of the most re- 
spected—and probably the most respectable—spokesman that any American 
industry has had. 

Poor’s name is associated with the American railway system to somewhat the 
same degree that the name of Friedrich List is associated with the German rail- 
ways. Even the differences in the careers and positions of the two men are signifi- 
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cant. As an original thinker and a visionary, List was the more remarkable man; 
as an instrument of progress, Poor’s work was probably the more useful. Re- 
belling violently against ‘Smithianismus,’ List conceived it his duty to rouse the 
German nation and German princes to national railroad development. Accepting 
readily the laissez-faire doctrine he had learned at Bowdoin College, Poor de- 
voted much of his life to attracting private investors to sound railroad projects. 
Unlike the Germany of the 1840’s and 1850’s, the United States had no shortage 
of visionaries, both among management and investors. Poor’s special contribu- 
tion, in the American Railroad Journal, as later in the Manual, was to bring to 
the vision of national development—which he shared confidently and in its full 
extent—a measure of sophistication. Balance, breadth and integrity are the 
essential qualities of a business editor who aspires to be both the spokesman and 
the conscience of his industry. Though not saving him from mistakes and mis- 
judgments, these qualities appear persistently in Poor’s career. There can be 
little doubt that the strong tie that he maintained, through his family, his educa- 
tion, and his wife, with the moral philosophy and intellectual range of New Eng- 
land Unitarianism was at the basis of his poise and stable optimism through the 
most fantastic and nefarious era of American finance. 

Mr. Chandler, who is Poor’s great-grandson, appears to have inherited much 
of the soundness, the capacity for factual narration, the sense of relevance and 
of balance which he finds in the career of his subject. The book is a work of 
straight-forward, thorough, careful research; it is a book whose modest and un- 
adorned good sense holds a reader’s attention and wins his confidence. The 
materials to which the author has had access, including private collections of the 
Poor papers, constitute an important new source, and they are supplemented by 
a broad acquaintance with the railroad and financial history of the period. 

University of North Carolina Wru1aM N. PARKER 


The American Railroad Network, 1861-1890. By George Rogers Taylor and 
Irene D. Neu. Cambridge, Mass.: Harvard University Press, 1956. Pp. vi, 113. 
$3.75. 

In this short nine-chapter work, authors Taylor and Neu have endeavored to 
trace the steps by which American railroads evolved into an integrated system. 
The first five chapters present a concise picture of the uncoordinated railroad 
network which existed in the United States and Canada in 1861; the remaining 
four describe the physical integration of the railroad network in the latter half 
of the nineteenth century. 

One of the basic objectives of the book is to correct the impression often given 
by railroad maps for particular years that in the early period of development 
American rail lines were all one gauge and therefore interconnecting lines. Only 
slightly more than half the total rail mileage existing in 1861 was standard gauge 
track. This non-uniformity in gauges is attributed in large part (but not en- 
tirely) to the dominance of local interests who brought pressure to bear on state 
legislatures to prevent the building of rail lines which used the same gauge in 
connecting with the lines of other states. “While the merchant-dominated capi- 
talism of the eighteenth century was a decaying institution during the early 
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decades of the following century, the parochial viewpoint which it engendered 
in the business leaders of the day toward transportation development prevailed 
until about the time of the Civil War” (p. 3). The disparity in railroad gauges 
in 1861 is shown very clearly in three maps at the end of the book. 

Perhaps the real contribution of this work stems from limiting its scope to one 
technological development—the adoption of a uniform gauge. In the author’s 
words, “There is no attempt to examine in detail the history of developments 
corollary to gauge standardization, but we have noted the pressures, chiefly the 
expansion of the market, which promoted this uniformity of gauge” (p. 7). Ad- 
mittedly, in keeping with the title which they selected, the authors might have 
explored other facets of railroad integration—the exchange of rolling stock, 
the development of the through bill of lading, division of joint rates, consolida- 
tions and acquisitions of control, etc. Still, their work should prove to be very 
worthwhile to students of transportation history, for it brings together for the 
first time much primary source information for purposes of explaining (1) the 
reasons for lack of physical integration of the American railroad net in pre-Civil 
War days, and (2) the ways in which coordination was effected after the war. 

Loyola University of the South JoHN E. ALTAZAN 


The United States Patent System: Legal and Economic Conflicts in American 
Patent History. By Floyd L. Vaughan. Norman, Okla.: University of Okla- 
homa Press, 1956. Pp. xvi, 355. $8.50. 

This book constitutes a significant contribution to the increasing body of 
literature analyzing the operation of patents in our economic system. It repre- 
sents a substantially complete history of the patent system in the United States, 
with emphasis upon both the legal and economic conflicts which have perennially 
existed as a result of our traditional approval of patent monopolies. The author 
has accumulated an imposing array of data within the confines of one volume, 
and carefully documents his anaylsis of the evolution of our patent system. The 
major problems arising out of patent monopolies are all deliberately scrutinized, 
and in every instance there are profuse and stimulating examples drawn from 
various industries and from specific companies within an industry. 

The essential value of the book clearly rests upon its impressive amount of 
factual material, which can only have been the product of extensive research. 
However, the author has in addition formulated his own opinions concerning the 
complex panorama which he has presented. He sees many faults in the present 
system and proposes a number of changes designed to correct the faults disclosed 
by his diagnosis. He stresses the changing incentives which have accompanied 

‘the replacement of the independent inventor with the hired inventor employed 
under an organized program of corporate research and development. The hired 
inventor typically receives a salary as his sole remuneration, and any patents 
which may result from his research accrue to his employer. Inasmuch as the 
employer normally staffs a research division for many motives, apart from the 
possible reward of a patent monopoly, it is likely that the traditional incentives 
underlying our patent system may now operate primarily in the case of the in- 
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dependent inventor. The author concludes, therefore, that the law should dis- 
tinguish between the hired and the independent inventor, and that remedies in 
the system should be designed to encourage the genius of the independent in- 
ventor. 

The author calls for vigilance by the Patent Office in rejecting patent applica- 
tions under a high standard of patentability requiring clear proof of substantial 
innovation. He advocates the imposition of annual fees upon the holders of all 
currently effective patents, and he urges that the life of a patent should be 
limited to twenty years from the date of the application rather than seventeen 
years from the date of its issuance. He is concerned over the evidence which he 
has produced that many significant patents are suppressed for a variety of rea- 
sons, and recommends that proof of patent suppression should be a complete 
defense to a suit for patent infringement. 

The author concedes that the prospect for Congressional approval of his 
recommendations is quite remote. He hopes instead that his proposals may 
gradually become effective through the process of judicial interpretation, a hope 
which ignores the lack of power in the judiciary to effectuate some of his pro- 
posals. He is rightly encouraged by the recent attitude of the courts in con- 
demning the utilization of patent rights to defeat the antitrust laws and in ele- 
vating the standards for patentability. Although the personal views of the author 
are often highly subjective, the clear merit of his book is not distorted by these 
views. 

University of North Carolina GeraLp A. BARRETT 








NOTES 


ANNOUNCEMENTS 


The twenty-seventh annual conference of the Southern Economic Association 
will be held on November 8 and 9, 1957, at the Hotel Peabody, Memphis, Ten- 
nessee. 

President Milton S. Heath has appointed the Nominating Committee for the 
1958 officers of the Southern Economic Association. It consists of John B. Mc- 
Ferrin, University of Florida, Chairman; James M. Buchanan, University of 
Virginia; and Carey C. Thompson, University of Texas. 

Water S. BucxineuaM, JR. 
Secretary 
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DEATHS 


Cecil Kenneth Brown, professor of economics and dean of the faculty from 
1941 to 1953 at Davidson College, died on January 1, 1957. 

William Henry, late professor of accounting at the University of Tennessee, 
died in December of 1956. 

Otis Whaley, for twenty years professor of economics at Henderson State 
Coliege (Arkansas), died November 20, 1956. 


APPOINTMENTS AND RESIGNATIONS 


Louis Acuff has resigned from his position in industrial management at 
Mississippi State College to accept a similar position in Bowling Green Uni- 
versity. 

Robert O. Archer was appointed professorial lecturer in marketing at Tulane 
University as of February 1, 1957. 

Karl E. Ashburn, dean of the Division of Commerce at McNeese State Col- 
lege, has been appointed a member of the Louisiana Commission on Industrial 
Development. 

Phil Barker has been appointed instructor in economics and business ad- 
ministration at Millsaps College. 

J. C. Barman, professor of agricultural economics at McNeese State College, 
has been appointed advisor to the Louisiana Bankers Association. 

Allen T. Barr has been promoted to assistant dean of the School of Commerce 
and Business Administration at the University of Mississippi. 

William B. Barrett, formerly of the Department of Economics, Arkansas A. 
and M. College, has accepted an appointment in the Accounting Department 
of Eastern Illinois State College. 

Sidney C. Bell recently joined the Agricultural Economics staff at Alabama 
Polytechnic Institute as instructor and assistant in agricultural economics. 

Mrs. Frank T. Berfield has joined the staff in economics and business law at 
Christian Brothers College. 

Richard C. Bernard, Jr. has been appointed instructor in marketing at Tulane 
University. 

Robert Adrian Brown is serving as part-time instructor in accourting at the 
University of North Carolina. 

James M. Buchanan, head of the Department of Economics at the University 
of Virginia, was elected an editor of the Southern Economic Journal by the 
Southern Economic Association. 

Edward T. Bullock, formerly director of the Bureau of Business and Economic 
Research and professor of economics at Seton Hall University, has accepted 
the position of professor of economics at the University of Miami. 

Robert L. Bunting, assistant professor of economics at the University of 
North Carolina, is on leave during the present spring semester. 

C. C. Callarman has been appointed chairman of the School of Business 
Administration, West Texas State College. 
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Alan Carey has resigned his post as director of the Bureau of Business and 
Economic Research in the College of Business Administration at the University 
of Houston and has entered private business. 

Richard H. Carlisle is lecturer in business law at Mississippi State College. 

Richard G. Carter, who has been part-time instructor in economics at the 
University of Mississippi, has accepted a position on the staff of Mississippi 
State College. 

E. D. Chastain, Jr., who recently received a Ph.D. degree in agricultural 
economics from Purdue University, joined the Agricultural Economics staff 
at Alabama Polytechnic Institute on August 1, 1956 as associate professor and 
associate agricultural economist. 

Hibbert Dell Corey, professor of economics and business administration, 
having been on leave because of injuries incurred in an accident last summer, 
has returned to his duties at the College of William and Mary for the second 
semester. 

H. N. Creed, associate professor of business administration at Southwestern 
Louisiana Institute, is on leave the spring semester to study at Louisiana State 
University. 

Allen D. Dailey has resigned his position in economics at Mississippi State 
College to accept a similar position at Duquesne University. 

Horace B. Davis has been appointed chairman of the Division of Social 
Sciences at Benedict College. 

C. C. Dawson has resigned as head of the Department of Business Adminis- 
tration at Lincoln Memorial University. 

Betty Donald has been appointed assistant professor of economics at Delta 
State College. 

R. B. Eutsler has returned to his position as professor of economics at the 
University of Florida. 

Charles Eyre has been appointed part-time instructor in the Department of 
Finance of the University of Miami. 

Roy F. Floyd is acting head, Department of Business Administration, Lincoln 
Memorial University. 

Howard Folts of the University of Alabama is on leave the second semester 
to work with Alabama Department of Civil Defense. 

Christine Fowler has been appointed to the faculty of Bob Jones University 
to teach in the School of Commerce. 

Claude 8. George, Jr., associate professor of industrial management, is on 
leave for a year to act as supervisor of a Committee for Economic Development 
project ef the School of Business Administration of the University of North 
Carolina. 

Robert F. Gemill has resigned at Washington and Lee University in order to 
accept a position with the Federal Reserve System in Washington. 

Paul V. Grambsch became dean of the School of Business Administration at 
Tulane University in July 1956. 

Richard W. Graves, formerly assistant professor of statistics at Tulane 
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University, has returned to the University of Indiana to continue his work for 
the Ph.D. degree. 

David E. Guyton is now teaching economics at Blue Mountain College. 

Mark Hanna has been appointed part-time instructor in business administra- 
tion for the 1957 semester at the University of North Carolina. 

Joseph A. Hasson, formerly assistant professor of finance at the University 
of Washington, is now assistant professor of economics at Tulane University. 

Charles Laroy Hilton is serving as part-time instructor in transportation at 
the University of North Carolina during the current spring semester. 

Abraham Hirsch has been given leave for one year from the College of William 
and Mary to serve as professor of economics at Robert College, Istanbul, 
Turkey. 

H. G. Hodges has resigned from the University of Florida to accept a posi- 
tion as professor of management at the University of Miami. 

Frank Holmes, formerly head of the Department of Economics at Harding 
College, is now chief of the Education Division of International Cooperation 
Administration, Bankok, Thailand. 

S. W. Hovey has resigned from the University of Florida to join the staff of 
Occidental College. 

Frank Jackson, assistant professor of economics at Drury College, received 
in January the first Ph.D. degree in economics awarded by the University of 
Arkansas under a program started in 1950. 

Rudolph Jones, former dean and professor of economics at Fayetteville State 
Teachers College (North Carolina), has been elected president of that institu- 
tion. 

Rufus Jones has transferred back to the Department of Business Education 
at the University of Mississippi as assistant professor of office administration. 

Bryce Jordan has accepted a position as assistant professor of economics at 
Mississippi Southern College. 

Roy Keeton has resigned from the Department of Economics, Arkansas A. 
and M. College, to accept a position with Drexel Institute. 

George E. Kiser has been apointed head of the Department of Economics and 
Business Administration at Texas Western College. 

Lawrence A. Krazt has joined the Economics Department at Mississippi 
State College as assistant professor. 

Clifton T. Kreps, Jr., Wachovia associate professor of banking at the Uni- 
versity of North Carolina, is on leave during the present spring semester for 
the purpose of conducting a research project in the area of banking and finance. 

Leon F. Lee, professor of economies at the University of Oklahoma, has been 
appointed Oklahoma correspondent for the Southern Economic Journal. 

Richard H. Leftwich, professor of economics at Oklahoma A. and M. College, 
‘vas elected a member of the board of editors of the Southern Economic Journal 
by the Southern Economic Association. 

Richard I. Levin returned to the University of North Carolina in the spring 
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semester as part-time instructor in the area of industrial management following 
a tour of duty with the Air Force. 

Nina Teague Lineberry has been appointed assistant professor of economics 
at Flora MacDonald College. 

Edward Lynn has resigned as professor of accounting at the University of 
Tennessee to accept a similar position at the University of Wisconsin. 

Robert B. McBane, Lt. Colonel in the Army, served as part-time instructor in 
real estate during the fall semester at the University of North Carolina. 

Leland W. McCloud was appointed associate professor of management and 
statistics on September 1, 1956 at Washington and Lee University. 

John McIntosh is teaching advertising at Christian Brothers College. 

Lionel W. McKenzie of Duke University will spend the spring semester of 
1957 at the University of Michigan as a visiting associate professor, and the 
summer directing a workshop at the Social Science Research Council Summer 
Institute for economists trained in mathematical methods at Stanford Uni- 
versity. 

Lawrence Mansfield has returned to the University of Tennessee after a 
leave of absence on a Southern Foundation grant. 

George M. Maverick, who was a visiting professor last year, has been ap- 
pointed professor on a full-time basis at the University of Virginia Graduate 
School of Business Administration. He recently retired from the Esso Research 
and Engineering Company. 

Gilbert M. Mellin has resigned at Tulane University to accept a banking posi- 
tion. 

Billy W. Miller is serving as part-time instructor in accounting at the Uni- 
versity of North Carolina. 

Richard W. Molten has been appointed part-time instructor in the area of 
real estate at the University of North Carolina for the spring semester. 

John R. Moore has been promoted to associate professor of economics at the 
University of Tennessee. 

Frederick S. Morton has resigned his position at Davidson College to accept 
an appointment as research associate professor of business administration in 
the Graduate School of Business Administration, University of Virginia. 

Arthur B. Moss has been appointed associate professor at the University of 
Virginia Graduate School of Business Administration. 

Grady L. Mullenix, formerly of the University of Texas, has been named 
assistant professor at Michigan State University and is to serve jointly in the 
Department of Economics and the Labor and Industrial Relations Center. 

Hubert Webster Norris, head of the Department of Economics, Johnson C. 
Smith University, has been placed on the list of persons who have tenure with 
the school. 

James M. Parrish, formerly at Washington University, is now dean of the 
School of Business and Industry at Mississippi State College. 

Almarin Phillips, formerly at the University of Pennsylvania, was appointed 
associate professor at the University of Virginia Graduate School of Business 
Administration, effective February 1, 1957. 
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Brother J. Phillips has joined the staff in Business Administration at Christian 
Brothers College. 

Clinton A. Phillips has been promoted to associate professor of economics at 
the University of Tennessee. 

F. H. Pollard, formerly at the University of Arkansas, has accepted an ap- 
pointment in the Accounting Department of Arkansas A. and M. College. 

Richard J. Porter is serving as part-time instructor in corporation finance 
during the spring semester at the University of North Carolina. 

Esme Preston, formerly at Technical College, Swindon, is now a visiting 
lecturer in economics at Tulane University. 

C. E. Ratcliff, Jr., professor and chairman of the Department of Economics at 
Davidson College, has been appointed North Carolina correspondent for the 
Southern Economic Journal. 

Donald Reese has resigned at Delta State College to accept a position in the 
Department of Business Education at the University of Tennessee. 

John A. Reinecke, instructor in management at Loyola University of the 
South, is on leave to complete his work for the Ph.D. degree at the University 
of Illinois. 

Jack E. Robertson has been appointed instructor in economics at Tulane Uni- 
versity. He was formerly on the faculty at Arkansas A. and M. College. 

Stefan H. Robock, who served over two years in Brazil on a United Nations 
assignment, is now in charge of economic research for Midwest Research 
Institute at Kansas City, Missouri. 

R. Otis Russell was appointed assistant in agricultural economics at Alabama 
Polytechnic Institute. 

John M. Ryan, formerly mathematical economist with United Gas Corpora- 
tion, has become director of Data Processing Services for the Datics Corpora- 
tion, Fort Worth, Texas. 

Dolores Sandoz, assistant professor of accounting at Southwestern Louisiana 
Institute, is on leave for the year 1956-57. 

Ralph 8S. Santhin has accepted an appointment as instructor in accounting at 
Tulane University. 

Howard W. Schaller has been promoted to chairman of the Economics De- 
partment at Tulane University. 

Robert Scott has resigned as assistant professor of accounting at the Uni- 
versity of Tennessee to accept a position with General Motors Corporation. 

Barbara A. Simpson has been appointed acting instructor in economics at 
the College of William and Mary. 

Warren Slagle has been promoted to associate professor of accounting at the 
University of Tennessee. 

S. D. Southworth, professor of economics, has been named chairman of the 
Department of Economics at the College of William and Mary. 

Leo Spurrier has been appointed head of Economics at Erskine College. 

Harry Stark, of the Economics Department of the University of Miami, 
conducted last summer an investigation into the multiplier effect of foreign 
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investment on the national income of Venezuela. The study was supported by 
a research grant from the Creole Petroleum Corporation. 

Axel W. Swang has been appointed head, Department of Business Administra- 
tion, David Lipscomb College. 

Dee Swift, formerly at Baylor University, has joined the Department of 
Economics of Arkansas A. and M. College. 

Lawrence X. Tarpey has been appointed instructor in economics at Delta 
State College. 

Albion G. Taylor has resigned from the chairmanship of the Department of 
Economics of the College of William and Mary but is continuing as Chancellor 
professor of political economy. 

Brinley Thomas of University College, Cardiff, is a visiting professor at Duke 
University during the spring semester of 1957. 

Benjamin Thorn has been appointed instructor in the Department of Business 
Statistics of the University of Miami. 

Richard J. Tuggle has been appointed part-time instructor in accounting at 
the University of North Carolina for the spring semester. 

Jack L. Turner has been appointed assistant in agricultural economics at 
Alabama Polytechnic Institute. 

Robert F. Voertman, formerly of the University of Texas, has been appointed 
assistant professor of economics at Grinnell College. 

Charles E. Walker, formerly associated with the Republic National Bank 
of Dallas, has been appointed economic adviser in the Office of the President, 
Federal Reserve Bank of Dallas. 

Gerald E. Warren, professor of economics at Tulane University, is on a year’s 
leave of absence. He is serving as assistant director of Economic Development, 
U. S. Mission to Taiwan. 

Elsie M. Watters has been appointed assistant professor of statistics at 
Tulane University. 

Robert C. Weems, Jr. has resigned as dean of the School of Business and 
Industry and professor of business administration at Mississippi State College 
to accept a similar position at the University of Nevada. 

Norman E. Weir has resigned his position in economics and business adminis- 
tration at Mississippi State College to accept a similar position at Loyola 
University in Los Angeles. Mets 

Donald Welch has been appointed instructor in transportation at the Uni- 
versity of Tennessee. 

Carl Wiegand has resigned as professor of economics at the University of 
Mississippi to accept a position at the University of Southern Illinois. 

Harry Williams has been promoted to associate professor of economics at the 
University of Houston. ‘ 

Ben M. Wofford has resigned as professor of economics at Mississippi State 
College to accept a similar position with the University of Nevada. 

Ralph S. Wofford has resigned from the Accounting Department at Mississippi 
State College to join the staff of the Mississippi Public Service Commission. 
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NEW MEMBERS 


The following names have been added to the membership of the Southern Eco- 
nomic Association: 
Lewis C. Bell, University of Kentucky, Lexington, Ky. 
Howard J. Bonser, University of Tennessee, Knoxville, Tenn. 
John A. Copps, Stetson University, Deland Fla. 
Dennis, M. Crites, University of Oklahoma, Norman, Okla. 
Mildred J. Davis, Pikeville College, Pikeville, Ky. 
Edward Espling, Jr., Alabama State College, Jacksonville, Ala. 
James W. Ford, Vanderbilt University, Nashville, Tenn. 
M. I. Foster, 803 Power Building, Chattanooga, Tenn. 
C. MeFerron Gittinger, University of South Carolina, Columbia, 8S. C. 
Raymond W. Heatwole, Furman University, Greenville, S. C. 
Maurice W. Lee, University of North Carolina, Chapel Hill, N. C. 
John McKenzie Gunn, Jr., Florida State University, Tallahassee, Fla. 
Ralph C. Heath, Wake Forest College, Winston-Salem, N. C. 
Watts Hill, Jr., Durham Bank & Trust Co., Durham, N. C. 
Jacqueline L. Hodgson, University of Florida, Gainesville, Fla. 
Frederick C. Joerg, Duke University, Durham, N. C. 
Elise C. Jones, University of Florida, Gainesville, Fla. 
Travis Kirkland, East Tennessee State College, Johnson City, Tenn. 
Paul E. Koefod, University of Florida, Gainesville, Fla. 
George J. Malanos, Georgia State College of Business Administration, Atlanta, 
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